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ber banks are not doing the same thing. While opinions differ on this 
point. It fe probable that the member bank could lend at least $1500 in 
demand deposits to business men on the strength of an increase of $1000 
m Its legal reserves. This is possible because loans in the form of demand 
deposits are not always entirely checked out by the boixowers and, when 
checks are dmwn agamst such deposits, they are often redeposited in the 
same bank. Thus, a bank, by obtaining $1000 through rediscounting at 
5 per cent, IS enabled to lend, say, $1500 to business men at 6 per cent. 
And even if the rediscount rate is raised, the bank may continue to lend 
^tensively and profitably to its customers without charging them more 

than the former rate of interest, namely, 6 per cent. 

(^ course, when a member bank obtains an additional reserve of $1000 
m ftis way. It has the legal right to increase the demand deposits of its 
customers, by lending (by any amount up to $10,000, on ihe average) on 
me basis ^ the small legal reserve normally required against demand 
deposi^. ITus right, ho\vever, cannot be exercised by one bank alone. If 
a single bank expanded its deposits in this way, the enlarged deposits 
womd cause a veiy large number of checb to be drawn against the bank 
y Its depositors. The clearing house claims against this bank would then 
be rnudi larger than the bank’s claims against die other banks in the 
clearing house. Tliese daily net adverse balances would eventually drain 
mvay much of the bank’s working cash, and force it to reduce its deposits. 
However, when all or most member banks are rediscounting and expand- 
ing CTedit, a given bank may reach something approaching the Tnarimiin^ 
legal average expansibility of ten times the amount of reserve added by 
rediscounting; for under these circumstances the checks drawn by its cus- 
tomm against demand deposits are largely offset by the checks it receives 
which are dravm on other member banks. If this is the situation, even a 
5 per cent rise in the rediscount rate would mean a rise of only one-half 
of one per cent, or a little more, in the interest rate charged to business 

men. In practice, the member banks might not raise their interest rates 
at all. 


Even if diis poh'cy of the Federal Reserve control succeeded in raising 
me rates whitdi member banl« charged business men, the rise might 
not check borrowing greatly. ^Vhen a business man expects to make a 
profit of 10 or 20 per crait by using borrowed funds, he is unfikely to be 
restrained by the necessity of having to pay, say, an additional one per 
cent for these fimds. Finally, it is entirely possible that our domestic 
policy of control might be upset by concerns in foreign countries, should 
they decide to take advantage of the high interest rate by making us ex- 
tensive loans. And even domestic corporations with idle funds might 
throw them into (he market if the interest rate obtainable were very high. 

Ineffective as changes in rediscount rates have been in preventing the 
overexpansion of creto, thty have been even less successful in checking 
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SIGNIFICANT ISSUES IN COMMERCIAL BANKING 69 

play, because a part of these reserves was commonly deposited at in- 
terest with other banks and might not be available in time of need. 

One of die purposes of the Federal Reserve Act, as originally passed, 
was to alter these conditions so as to provide safety for the depositors of 
member banks. Though the actual percentages of reserves required 
against deposits were reduced, every member bank was compelled to 
keep these reserves in the Federal Reserve bank of its district, without 
interest. Then, in case of emergency, the Reserve bank could place at the 
disposal of the distressed bank not only its own reserve in the form of 
cash, but additional funds from the great pool of reserves which it held 
for the other member banks of the district. In this way, it was thought, 
no member bank would have to close its doors from inability to obtain 
funds. If there were runs on many member banks of a single Reserve 
district at one time, funds could be shifted from one district to another. 

Bank Failures in Recent Years.-Many people, firmly convinced that 
banks could not fail under the Federal Reserve System, were gready 
shocked and highly indignant at the large number of bank failures that 
took place even in good business years, and the almost total collapse 
of the banking system and imprecedented toll of failures that marked 
the depression years of 1929-33. In the prosperous period from 1921 to 
1929, inclusive, 995 member banks faded, while 4719 non-member banks 
met a «milar fate. During the four depression years, 1930-33, when 
member and non-member banks were given a severe test, 2110 member 
banks and 6796 non-member banks fafled.^ Let us examine these depres- 
sion figures more closely. In 1929 there were roughly twice as many non- 
member as member banks. If member and non-member banks had been 
equally safe (or equally unsafe), we should have expected the ratio of 
failures between non-member and member banks to be two to one. 
Actually the ratio was greater than three to one. This comparison in- 
dicates that member banks provided a substantially higher degree of 
■ safety for depositors than non-member banks in these depression years. 
In 1933, a bank holiday was declared, and all banks in the country 
were closed.' After a few days, the banks which seemed to be sound were 
Kcensed to reopen, while the others were required to put themselves in 
satisfactory condition or eventually be liquidated. Since the beginning 
of 1934, there have been relatively few bank failures. From 1934 to 1940, 
inclusive, only 22 member banks and 291 non-member banks were closed 

on account of financial difficulties.® 

The failure of non-member banks should not, of course, be charged 
against the Federal Reserve System. Non-member banks make loans on 
types of securities, for lengths of time, and for amounts that woidd not 
be permitted under the Reserve System, and they persist in iollovmg 

^ Statistical Abstract of the United States, 1939, p. 263, 

- Federal Reserve Bulletin, Mardi, 1941, p. 228. 
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PBIGE LEVELS i(X) 

many times In one year as in another, over long periods of time. Thou^ 
they admit that the total volume of trade changes somewhat from time 
to time, they argue that fluctuations in T would not account for the great 
changes in price levels that have sometimes taken place. As for M and 
M' (money and credit), there can be no doubt that these items have 
fluctuated very greatly at times. The fact that their increases and de- 
creases coincide rather cdosely with increases and decreases, respectively, 
in price levels, seems to indicate that the quantity theorists may have 
some justifieation for believing that money and credit axe by all odds 
the most significant factors in bringing about these fluctuations in general 
prices. 

Historical Verification of the Quantity Theory.— An examination of con- 
ditions that existed between 1913 and 1920, a period during which general 
prices in the United States almost doubled, tends to corroborate the 
theory that money .and credit are the most important influences in ef- 
fecting changes in price levels. Table 40 shows that the general price 
index rose froni 58 in 1913 to 113 in 1920. If the total volume of trade 
had been smaller in 1920 than in 1913, part, at least, of this increase 
in general prices might be attributable to T. But, as a matter of fact, 
production and exchange actually increased in the period under dis- 
cussion. Almost nodung can be said with assurance about V and V' 
during these seven years, but it seems probable that &ey are not re- 
sponsible to any appredable extent for the tremendous increase in gen- 
eral prices. 

When we examine M and M', however, we discover increases in 
the quantities of these factors which suggest very strongly that the high 
price level of 1920 may properly be charged up to them. The concrete 
facts about money and cretfit in the period under discussion are these; 
In 1913 the total amount of money in the United States was less than 
$4,000,000,000, but by 1920 it was more Iban $8,000,000,000. Tbe amount 
of increase, to be exact, was 116 per cent. This increase was due largely 
to shipments of gold from Europe to the United States. Credit in fonn 
of bank deposits experienced an increase of 152 per cent from 1913 to 
1920, jumping ftdm less than $9,000,000,000 to approximately $22,000,- 
000,000. .^o&r increase in M' resulted from an extension of credit due 
to the rediscounting of commercial paper, and to a large volume of 
loans made on government bonds by the Federal Reserve baidcs. Finally, 
some $16,000,000,000 worth of war bonds had been issued up to 1920, 
and diese in many cases circulated just as freely as money, tihus increas- 
ing greatly the total quantity of circulating media. 

With these facts before us, it is not difficult to believe that M and M' 
were largely responsible for die extremely high price level of 1920, as 
compared with flhte level of 1913. Another evidence of the influence of 
M and M' upon price levels is to be found in the gradual increase in 
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CHAPTER 38 

INTERNATIONAL TRADE: FACTS AND PRINCIPLES 

In DEScniBiNp the process of excliange,' we looked briefly into the' nature 
of trade and found that, in the final analysis, it consists of an exchange 
of commodities and services for other commodities and services. Indeed, 
the true nature of trade is most easily seen in its simplest form, barter; 
and it is for this reason that the student of economics is urged in specific 
cases to disregard temporarily the money phenomena of modern exchange 
and concentrate upon what is often much more significant, namely, die 
goods phenomena. 

Barter, the Essence of All Trade.— In one phase of international trade 
—the phase that deals with* making payment for goods imported and re- 
ceiving payment for goods exported— the question of money is of con- 
siderable importance. But' in international as in domestic trade, there is 
much to be gained in most instances by reducing, the problem to its 
simplest terms. If, then, one thinks of trade, whether domestic or for- 
eign, in terms of barter, there is small probability of being led astray by 
the intricacies of exchange as they appear in our highly complicated eco- 
nomic order. 

Similarity of Domestic and Foreign Trade.— Our study of trade within 
a single country has prepared us for an excursion into the field of inter- 
national business transactions. For, although domestic and foreign trade 
are not precisely alike, their differences are less pronounced than their 
similarities. All trade, it will be recalled, is closely related to specializa- 
tion, and consists of certain persons exchanging surpluses of economic 
goods for the surplus economic goods of others. 

Moreover, in foreign as in domestic trade, the transaction (with few 
exceptions takes place between individuals, and not between political 
units as such. "When Pennsylvania steel is sold in Florida and Florida 
oranges are sold in Pennsylvania, the trade is conducted between in- 
dividuals or business houses within the two states, and not between the 
states themselves. In like manner, it is ordinarily the individual business 
men of Europe and South America, and not the governments themselves, 

^ In chap. 31. ' ■ 

® As, for example, when the government of the United States provides the govern- 
ment of Great Britain with war supplies. 

140 




SETTLEMENT OF INTERNATIONAL^OBLIGATIONS 173 

5. Show, with an illustration, how several international business transactions 
might be “settled” without the shipment of gold, and also without the 
assistance of dealers in foreign exchange. 

6 . YJh&t are die difficulties involved in a settlement of this kind? 

7. Introduce dealers in foreign exchange into the fflustration used in your 
answer to Question 6 , and trace the operations that must be gone through 
before the settlement is completed. 

8 . How do dealers in foreign exchange build up “foreign balances,” and how 
are these balances reduced from time to time? 

9. Why is it sometimes desirable to employ “triangular exchange”? 

10. FoUow, step by step, the transactions outlined in Fig. 5S. Is this process, 
in basic principle, dlfterent from that shown graphic^y in Fig. 54? 

11. Indicate the manner in which the use of foreign exchange enables a 
creditor to receive payment in the money of his own country. 

12. Define “parity of exchange.” 

13. Under what conditions will foreign exchange sell “above par”? “Below 
par’? Are your ans\vers consistent with the statement that the problem 
of exchange rates “is one of supply and demand”? 

14. What are “gold shipping points*? Why do rates of foreign exchange tend 

to remain within these Emits? ^ 

15. Explain the meaning of “purchasing-powCT pari^. 

16. Under what conditions is parity of exchange based on purchasing power 
instead of on die gold content of money? 

17. What is a "favorable" trade balance? An unfavorable trade balancet* 

18. Is a favorable trade balance necessarily desirable, and an unfavorable trade 

balance undesirable? , , 1 

19. Does the statement that "there is a tendency for exrorts to equal imports 
relate to merchandise alone, or to other items as w^P 

20. How do you explain the fact that foreigners sometimes buy goods in flie 
United States, when similar goods are made and sold in their own 

21 . Why would it be undesirable for a country to attempt to maintain a “fa- 
vorable” trade balance indefinitely? , , , a 

22. What have price levels to do with the maintenance of trade balances^ 

Beeebences for Further Beading 
See list of references at die end of Chapter 38. 
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and so long-continued that the lending country’s credit base is reduced 
and the quantities of money and deposit currency in use are curtailed, 
there tends to be a decKne in the general price level On the other hand, 
the price level in the borrowing country tends to rise under the influence 
of the increases in money and deposit currenty that have resulted from 
the borrowing process. In so fax as the fall in prices in the lending coun- 
try makes its goods appear cheap to other countries, it becomes a good 
place in which to buy and its exports become large in relation to its im- 
ports, since the commodities of other countries seem expensive as com- 
pared with the goods obtainable at low prices at home. On the other 
hand, the borrowing country, with its hi^ prices, becomes a highly de- 
sirable market, while it is able to sell only comparatively small quantities 
of its commodities and services in other countries. As a result of this 
situation, the borrowing country comes to have an “unfavorable” balance 
of trade, while the lentog country has an export surplus. 

However, it is known ^t even substantial transfers of gold between 
countries do not necessarily alter dieir respective price levels. But 
whether the price levels change or not, the results may be much the same, 
for diere is likely to be, in any case, an expansion of purchasing power in 
the borrorving country. The expansion may be extensive, since the coun- 
try’s banking reserves are increased by the inflow of gold, or by the ac- 
quisition of foreign exchange which is counted as reserves in some coun- 
tries. The increase in die monetary demand for economic goods in the 
borrowing country is likely to stimulate production (and speculation), 
but a part of the purchasing power is likely to be used for importing 
products from other countries. Moreover, some part at least is likely to 
have die effect of increasing the exports of die lending country, either 
directiy, or indirecdy by way of another country or countries. 

QuaKBcadons and Conclusions.-This description of the effects of a 
persistent net outflow of capital from a particular country has been pre- 
sented as simply as possible. Page after page of qualifications have been 
written on the theory described here. These qualifications concern such 
questions as the differences between domestic, import, and export prices 
when die general price level is rising or falling, the effects of lending upon 
coimtries not direcdy involved, and the influence upon trade relationships 
of sudh erxmomic phenomena as dumping, international cartels, and 
tariffs and other obstacles to trade. The conclusion to be drawn from 
the discussion is that, when a country is experiencing a persistent net 
outflow of capital, its exports of commodities, services, and gold tend to 
be large as compared \vith its imports, while the reverse is true of die 
borrowing country. This import-export relationship in the lending coun- 
try may come about through an increase in exports while imports are 
unchanged, by a decrease in imports while exports remain constant, or 
by a change in both. The same is true of the borrowing countries. 
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unit, the most nearly self-sufBcient political entity in the world. However, . 
for certain purposes, tihe empire cannot be considered as a unit. 

France also got an early start in the race for colonies, but she finished 
well behind the leader, England, in the quality and quantity of colonies 
that she finally controlled. Germany and Italy, who started late in the 
race for colonies, did not secure many rich colonial prizes. Both of these 
countries obtained colonies, largely in Africa, but they were for the most 
part areas which were not particularly desirable. Germany, of course, was 
stripped of her colonies following the first World War. 

The Economio'Development of Colonies.— The degree of control exer- 
cised over the economic development of the colonies has varied greatly 
as among the mother countries. Some tailonies have been left free to de- 
velop in their own way, while almost every phase of die economic life of , 
others has been dictated by the nations in control. Quite often the mother 
country has definitely encouraged the production of essential foodstuffs 
and materials, or has discouraged the growth of industries which woidd 
compete with those already established at home. In any case, colonies 
have usually been furnished with capital for development through loans 
or direct investments, and have been aided in building transportation, sys- 
tems and securing credit facilities. The foreign trade of colonies is often 
controlled in the interests of die mother countries, which sometimes spend 
large sums to induce their citizens to emigrate to the colonies. Such in- 
ducements may include direct economic incentives to the emigratog peo- 
ple, free maintenance of law and order, and improvements designed to 
make life in the colonies attractive to prospective colonists. 

Preferential Tariffs.-The methods by which nations attempt to reap 
the greatest possible economic benefits from their colonial possessions 
vary from case to case. One common method is the use of a preferential 
tariff system. Under such a system, lower duties are applied by the colony 
to products coming from the mother country than to identical products 
coming from other sources. Similar discriminations are made by the 
mother country in favor of the colony. Thus, the industries of the mother 
country are given the privilege of marketing their goods in the colony 
upon more favorable terms than those granted to producers in other 
countries. Whether or not this is a great advantage ^vill deprad, how- 
ever, upon the size of the preferential duties, which may still be suffi- 
ciently high to give protection to colonial industries.- 

While toportant raw materials are allowed considerable freedom of 
entrance by most industrial nations, it is often possible for a colony to d^ 
rive much benefit from preferential duties applied to its products by the 
mother country. If, for example, the mother country is applying protec- 
tive duties to certain foodstuffs and raw materials in order to stiinulate 
domestic prodhction, or if it levies high duties on certain foodstuffs for 
revenue purposes, preferential duties may be a distinct advantage for a 
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degree of control over its foreign relations, or possibly the right to inter- 
vene in its domestic affairs under certain conditions, in return for a guar- 
anty of protection * Protectorates have often been set up when an indus- 
trial nation has hesitated to take the military action necessary to bring a 
backward area under complete control or when an attempt at annexa- 
tion might have aroused the opposition of other industrial powers. Pro- 
tectorates have, in general, furnished a rather unstable type of control 
over backward areas, for th^ have usually become outright colonies in 
due time or have achieved their independence. 

However, they have, in their time, given the protecting nations certain 
important advantages. The protected countries have often agreed not to 
conclude any treaties with other countries, obtain any loans from other 
countries, or make concessions to the citizens of other countries without 
the consent of the protecting countries. The latter are often allowed to 
maintain troops in the protected areas, appoint governor-generals, and 
safeguard the personal and property rights of the citizens of the protected 
country who are located in other lands. 

Mandates.— Some control over the development of backward areas has 
been enjoydd by certain nations under the so-called mandate system. This 
system developed after the first World War, under the auspices of the 
League of Nations. Under a mandate, an advanced state held a back- 
ward area in trust for the League of Nations, helping to administer its 
affairs until it was able to stand by itself. The mandatory s^te was ex- 
pected to administer the controlled area for the benefit of the people of 
that area and not for its own advantage, and to maintain the “open door” 
policy .with respect to odier nations. That is, other nations had to be al- 
lowed to do business in the mandated territory, to make investments there, 
and to receive concessions for die development of resources. However, 
some advantages of an economic character are almost certain to be en- 
joyed by the mandatory nations from their control over backward 
areas. 

Concessions.— Even in the absence of political control, it has often been 
possible for industrial nations to achieve a measure of control over back- 
ward areas by means of concessions. A concession is a grant of power, 
usually given by a country in which governmental control is we^ and 
which is imdeveloped economically, to individuals or companies of other 
countries to utilize mineral resources or otherwise dex'elop an area, sub- 
ject to certain rules and restrictions imposed by the granting country. 
Concessions may be granted for a variety of purposes, but the most im- 
portant are probably plantation, mineral, and petroleum concessions. 

While concessions are not usually made direcdy between nations, it is 
nevertheless true that national governments are gready interested in con- 
cessions granted to their nationds. The struggle for the oil reserves of the 

* Encyclopedia of {he Social Sciences, New York, The Macmilian Company, 1934, 
vol. xii, pp. 567-571. 
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6e earned on at least moderately weU by odier means, the answer which 
one person would give to this question might differ wdely from that of 
another. There are some few in&viduals even today w'ho believe that fhe 
ideal condition of society demands a complete absence of government. 
Others believe that government is a necessity but that its duties should be 
'kept down to- a minimum, while still others would have all industnes 
o%4ed and controlled by the govemment-that is, by the people collec- 
tively rather than individually. Everyone would then work for the govern- 
ment; and it mi^t be found wise, according to this opinion, to extend 
collectivism so far as to include the collective use of the products of eco- 


nomic processes. 

A Test, for Governmental Functions and Expenditures.— There is no 
necessary end or limit to the activities or functions of government. These 
activities might be reduced greatly from their present status, or they 
might be expanded until. the government controlled all economic activity. 
It fe merely a matter of what part of our real income we ^vish to a^uire 
collectively, rather.than individually. We greatly need a test which <^n 
be appUed'in deciding whether a given function invol^g a ^nsiderable 
expenditure should be assigned to a governmental unit or left m pnvate 


We may get some notion of the nature of sudi a test by giving tihougbt 
to the purpose for which governments exist Functions me giv^ over to 
-governments to perfomi, Avith the idea that s^ces mU in this way be 
. midered more efficiently and cheaply than they could be pronded by 
each individual for himself. Thus it may be said that a function should be 
delegated to the government only when it appears tiiat, be^g m mm 
the necessary costs of administration iij collecting and disb^mg Ae 
funds together with whatever knowledge may be available.^ to the effi- 
ciency, of the government in question, the expenditure of a ^v^sum col- 
lectively ^vin result in a more adequate and economical service than co ^ 
be obtained by a similar sum privately spent. 

A decision as to the aggregate amount to be 
governments in rendering the various services may be reached 
recourse to the familiar economic terms “satisfaction and 

. Individuals spend their incomes for consumers f f 

sideration of the different amounts of satisfaction *at “re 

derived from the various alternative uses to which the funds m question 

toight be put, or for producers’ goods after a 

reaped with regard to productivity. In other words, individuals tend to 

•^end their incomes in such ways as wiU ^ely, all 

Znlt in the realization of the great^ posnbk amount f 

productivity, as the case may be. Apphed to 

principle ^ commonly stated is that additional funds should 

Ld s^ent by the govinment just so long as the amount of satisfaction to 
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THE PROCESS OF EXCHANGE 


The Relation of Specialization to Exchange.— In primitive industrial 
society people made goods chiefly for theij* o\vn consumption. Under 
conditions of modem specialization an individual has no intention of 
consmning all, or even most, of his product. A specialist works with the 
deliberate idea of producing more of a given commodity or service than 
he himself can consume, so that he may exchange this excess for other 
commodities and services which have been created by other producers. 

The farmer cannot consume all of the food products be raises, the tailor 
cannot wear all the clothes he makes, the contractor has no idea of oc- 
cupying all of the houses he builds, nor has the sturgeon any personal 
use for the large number of operations that represent his contribution to 
production. Rut these producers, who of course are specialists, have a 
definite desire for other commodities and sertnces; and so, in effect, they 
take their surpluses of food, clothing, houses and surgical operations to 
other people, who give them in exchange shoes, automobiles, theatrical 
performances, and other economic goods which they desire. 

DifiBculties of Direct Exchange.— We have, then, exchange going hand 
in hand wth specialization. Specialization would be out of the question 
\vithout exchange, and exchange could hardly exist wdiout specialization. 
The means by which exchange of commodities and services is effected 
are of several lands. First of ^ is direct exchange or barter, which is the 
type resorted to in simple stages of economic society and which consists 
of trading goods for goods. 

But barter becomes extremely inconvenient as specialization increases. 
Imagine, for example, the difficulties encountered by an instructor in eco- 
nomics who is iTjong by direct barter, instead of by money exchange, to 
convert his specialized services into other services and commodities. This 
teacher of economics, needing a suit of clothing, goes to a tailor, who is 
also a specialist, and offers to exchange five hours of economics for one 
suit of clothes. Rut if the tailor should not be interested in economics, ouor 
instructor would not be able to make a trade; and he might have some 
trouble in locating a tailor who would be willing to exchange clothing 
for training in economic principles. Ihere is always a danger, dien, that 

3 
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{he funds, for under such 'conditions the satisfaction of added of 

Z TveZnent to the people ^vho receive them, but who corM not pro- 
.iLTa services for thLSves.' ^vi31 

Hon lost by those who are called upon to fumsh the tods. On the otor 
hand whenever there is relaHve equality of wealth and mcomes and 
Sever a system of proportional taxaHon is used, government^ acHvi- 
Srw^eTn a LI smaller scale. It ^vill also be true thaUn 

^ *f.rfhp nppd for many governmental acHvities, especially those 

-t be .0 greet ae wbe. wealth aad la- 

comes are very u^iequd. 


• The Need FOR OuB Present Pubuc ExFENnrroBES 

“7 Se goyLmenta cany oa L variom faacBoos 

a decision not to have tne g guidance of economic 

which they were perfo^g m to ^ satisfacHon would 

aeUvily pric» to ^4 

be aeated by leavtag in pnvale ban* 4e ta^now 
a. T rertt.orriTnfints for vaHOus social purp . . , 


aewtofeirmnst^saidtottogr-tb^^ 

^ .day be expected .0 “Hty teTSses cite suffl- 
test for public expen Jtures. Th -gJJices or for society as a whole, 

vdentsatisfacHonfoTtorecmvemof* to individuals or 

to more than compensate for to collected in order 

damage tobusiness which ' 

to make it possible to ca^ on ®®®p ^ jjowever, tore is ordi- 

The Need for Expenses for ^ be reached ivith re- 

■nariltf more doubt whetto ^ the uaHonal govemm^t 
gard to what is usually to prm p another. Expenditures for this 

—to provision of protection in one ^ large part of to total 

- purpose,, as has been mentioned, ® consist in to main of pay- 

esqpenditur^ of our naHonal o£ the future. Without at- 

n.L.to paat P-twam neceas^ary. to 
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in direct barter one of the parties in question will not care to receive 
what the other has to offer. 

There is also the difficulty, in our illustration, of determining just how 
many hours of economics should be given in exchange for a suit of cloth- 
ing. Perhaps one hour given by a master of the subject would be suffi- 
cient, whereas it might take a dozen hours of teaching by one who knew 
less of economics. The tailor, in our example, would probably not be able 
to decide the true value of tlie service which the teacher is offering, 
whereas the head of an economics department in a large university could 
appraise this particular service much more satisfactorily. Certainly the 
tailor would hardly be prepared to express the value of suits of clothing 
in terms of the many different kinds of economic goods tliat Would be 
offered him under conditions of barter. 

Or suppose that our instructor wishes to buy not a suit of clothing but 
a plate of ice cream. Shall he offer to the ice-cream dealer ( say) two min- 
utes of economic teaching? This would seem at first thought to be ab- 
surd, and yet he could scarcely afford to give more than two minutes in 
exchange for the ice cream, if his time were as valuable under a system 
of barter as it appears to be in a money economy. And, of course, the 
amount of good which the ice-cream dealer would derive from a dis- 
cussion of that length would probably be almost nil. 

There is the further fact that the services of this instructor must be 
used day by day if they are to be of any good. It is impossible for him 
to save up his teaching for a month, and then dispose of it all in one day 
as he might with material goods. Consequently, we may say that his serv- 
ices are perishable; and this is true not only of services but also of many 
kinds of material goods throughout economic society.^ 

Advantages of Indirect Exchange.— Because of the inconvenience of 
barter exchange and the impossibifity of carrying it on satisfactorily, we 
now usually employ either money exchange or credit exchange. In money 
exchange, the instructor of our illustration is paid in (say) dollars, and 
then, with each of these dollars or portions of dollars, he purchases from 
someone else those things which he needs for his comfort and well-being. 
Money is in effect a common .denominator to which we reduce all com- 
modities and services. Its conveniences are many, as we shall note in our 
discussion of money in the next chapter. 

One of the greatest of these conveniences lies in the fact that money 
will be readily accepted by all members of an industrial society. Our in- 
structor has no difficulty at all in getting the tailor to accept money in 
exchange for a suit of clothing, since the tailor may readily exchange 


^An interesting example of modem exchange by barter is afforded by die Barter 
Theatre, of Abingdon, Virginia, to which admission may be gained by persons who 
present, at the box office, bread, cakes, fruit, vegetables, fowls, dairy products, and 
other commodibes that are acceptable to the management. 
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penditures for relief purposes were necessary in any case, during the de* 
pression; (2) most of the funds had to be furnished throu^.the federal 
government; and (3) no administration of federal relief, however effi- 
cient, could have saved a sufficiently large part of the funds actually 
expended’to have made any great difiEerence in connection wth balancing 
the budget. • . 

Another expensive item in the depression activities of our government 
has been the assistance rendered to our farmers. Once again, the govern- 
ment may or may not have adopted- the best methods for this purpose, 
■and tbe gains drat were realized may not have warranted the spending of 
so much money, but practically everyone felt in 1933 that business recov- 
ery was impossible so long as agriculture remained in a critical condition. 
To be sure, the agricultural problem might tave solved itself in time, but 
few people wanted to wait for such an outcome. Even today both major 
political parties agree that the farmer must continue to have aid, and their 
guarrel is confined to methods and costs. 

What person, familiar with the facts, would suggest that expenditures 
for the conservation of soil and other resources are a waste of public 
funds? Who would say that we should now be better off if millions of 
fanners and home owners had been allowed to lose their farms and 
homes because the funds used to protect them* were left in private hands? 
How can one condemn these typps of public assistance, and at the same 
time approve the lending of billions of dollars to railroads, banks, and 
insurance companies through the Reconstruction Finance Corporation? 
Many other parts of the government’s depression program are highly 
controversial- in character, but, unlike those_ which we have mentioned 
■ abWe, they me not so Ukely to be attacked from the point of view of their 
money cost, so that their discussion has been or wiD be conducted in other 
chapters. 


PUBUC Bobro^vinc 

The National Debt-The expenditures for carrying on govemrnental 
activities should ordinarily be made out of current revenues from taxation 
and other sources. In recent years, however, all of oiur governmental units 
have found it impossible to secure sufficient current revenue to meet their 
expenditiu-es, and have depended upon public borrowing to meet the 
deficit. Although the debts of state and local governments have also been 
rapidly, we shall center our attention upon the national debt 

of the United States. . ^ 

The public debt of the federal government reached $26,597,000,000 
after the first World War, but by 1930 it had been reduced to $16,026,- 
000,000." Since 1930, the government has had a large deficit every year, 

’^Dafly Statement of the United Stales Treastny, June SO, 1941. 
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the'se dollars for dungs which appeal to him more strongly than, economic 
training. The instructor's diflBcully of splitting up his specialized service 
into portions small enough to buy the plate of ice cream easily has also 
disappeared. Instead of a few -minutes of economic discussion, he pays 
the dealer fifteen or twenty cents from his money income. The number 
of transactions of these lands which are daily taking place results 
promptly in the establishment of definite prices, expressed in terms of 
money, for all commodities and services. Thus, there is no diflSculty in 
finding out how much the instructor should give for the suit of clothing. 
The price has already been established at, let us say, $50..^ 

Finally, there is no need for the instructor to search for sellers who are 
Avilling to accept economics for their goods, since he may dispose of his 
services at a central point, a college or university, to which come buyers 
anxious for this particular service. In the absence of money exchange, it 
is entirely possible that these students of economics, eager for knowledge 
of the subject, would come to the university prepared to pay for their 
instruction in potatoes, farm madiinery, street paving, medical service, 
and other lands of’ desirable commodities and services which, however, 
would not be needed or accepted by the instructor. But in a money 
economy, they pay their tuition in dollars, some of which the instructor 
receives in payment for the service he renders. 

Credit Exchange.— Money exchange is a form of indirect exchange, in 
contrast to barter or direct exchange. A second type of indirect exchange 
is that which is carried on by means of credit. Of recent years the amount 
of business transacted by credit has increased tremendously. Money ex- 
change consists of giving money in return for commodities or services, 
whereas credit exchange consists of giving in return for commodities and 
services a promise to pay at some future date. The principle, of course, is 
precisely the same. When money is paid for a certain article the seller 
receives immediate pxurchasing power which he may use today if he 
likes. The only difference in credit exchange— that is, when a promise 
to pay at a future time is given— is the postponement of .the actual trans- 
fer of purchasing power until the date stipidated in the agreement. Even 
this distinction is less important than at first sight it might seem to be, 
because in many instances it is possible for the seller of goods to convert 
the credit immediately into piuchasing power by selling it to someone 
engaged in a particular line of economic activity— that is, in the purchase 
and sale of credit instruments such as promissory notes, or promises to 
pay. Nevertheless, credit exchange is in the nature of an incomplete 
transaction, since only half of frte exchange has taken place, the other 
half remaining to be performed at another time. 

If a farmer should buy an automobile, giving in payment tons of hay 
or bushels of wheat, he would be engaging in barter, or direct exchange. 
If he should pay cash for the car, it would be a case of money exchange. 
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there is no guaranty as to what the effects of future transfers of mon^ 
income may be. Ordinarily, the transfer should not be very harmful. 

The CoNTHor. of Pubuc ExFENnrroHES 
The Need for a Changed Public Attitude.-While we may be justified in 
increasing governmental functions and expenditures rapidly in toes of 
great national emergency, we need in ordinary toes to bear in mmd con- 
tinually .the direct relationship which exists between the functions of gov- 
ernment and the cost 'of government. Our extravagance m hanging 
‘ pubKc funds in- the past may be traced in large part to to desire ot in^ 
^duals to get a full.share of to seemingly inexhaustible store of weal* 
in to pubUc treasury. Inefficiency and corruption in govei^ent floi^h 
when to public attitude is one of indifference if not Of condonation. 

It is necessary that to people be made to understand tot tore k no 
siich thing as “goverhmentooney” apart from to contributions of tose 
individuals who support to government by to payment of taxes, few, 
apd to like. Every expenditure of public funds means mevitably a defimte 
burden in to form of taxes either at that toe or later. ' 

When a person is heard to complain about to high taxes exacted by 
to federal government, he should be asked his attitude toward to Amer- 
ican war program.- If he believes tot expenditures for tos purpose 
are necess^ desirable, be should be rvllitog to W his 

•of the cost of the program. Agam.,it is sc^y to 

one to demand tot government funds be spent m to distort for 

erection, of a courthouse or a post office or for to ^de^S ® 
unless he expects to contribute in tax payments to a fund tot ivdl raable 
other distrito to have similar glorious but often qmte unnecessary de- 

^^iSe^d^^as We have aheady pointed out, our legislators are aWe to 

obtain such appropriations for their distorts offiy by toh 

anoth^ in a |ive-Ld-take fashion. Well-paved rireets 
. wys, and ornate school buildings do not spnng fiffi-fledged from to 
groLd. They can be constructed and maintained only at great 
£d this expense sooner or later must be borne by to ^payers, 
ilarly, if to sight of human beings in want and nmery causes a^citeens 
heart to bleed, so tot he toshes them to be prowd^ for by govemmem 
tal action, he must remembet tot these functions of government m 
the-long run cause a drain upon.his own purse. Surely a saner ntotode 

toward public finance on to part of to people of to 
an undLtanding of to relation between taxabon ^d pubhc expento 
tures and go far toward bringing about efficiency m the appropnabon 
and adminfstration of to pubhc funds. Howler, once ^ " 2 ' 
toed fully tot governmental activities are not free, but mvolve a defimte 
cost, it iloxn privilege to decide calmly and deliberately what services 
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one type of indirect exdiange. If he should get possession of die car 
by signing a contract in which he agreed to make twelve monthly pay- 
ments covering the amount of his purchase, it would be an instance of 
credit exchange, a second type of indirect exchange. 

The Use of Money in Exchange.-Tliere is one point in relation to 
money which must be borne in mind throughout die entire study of eco- 
nomics. It has been mentioned before, but can scarcely be overem- 
phasized. This is tiiat money is essentially a means of exchange, and 
that ordinarily it is not desired for any purpose odier than to exchange 
it for somediing else. If, for instance, the instructor in our example re- 
ceives $100 a week, this money is meaningless except as it provides die 
means to secure die economic goods he wants. In all probability, he 
would work widiout a money salary if he were guaranteed die com- 
modities and services essential to a good standard of living. And die 
number of dollars he receives is likewise of no signifieance, exeept as it 
is translated into purehasing power. He would just as soon have $50 a 
week as $100, if tiie $50 would buy as much in die way of commodities 
and services as the $100 would buy. People do not desire money for die 
sake of the money itseK, but for what it will buy. 

These observations are made simply to emphasize die point diat what 
men do is deliberately to create surpluses of commodities and services 
which, in the final analysis, diey exchange for commodities and serviees 
created in surplus by other producers. Most of our economic diinldng 
will be simplified if we can forget that money is ever resorted to in eco- 
nomic transactions. There are times, of course, when our economic rea- 
soning relates to money, but in most instances (as we have observed 
before) it has to do with commodities and services. 

The Gainers Through Exchange.— The question frequently arises as to 
who benefits when an exchange takes place. If, for example, I trade a 
fountain pen for a pocket knife, do I or does the odier trader win? The 
answer is that in every free trade both parties expect to gain and ordi- 
narily do gain. Having voluntarily given up the fountain pen in ex- 
change for the knife, it is obvious that I am getting something wliich 
I would rather have than the thing I give up. The same remark applies 
to the other party in the trade. 

If, however, I should conceal the fact that the fountain pen leaks, or 
if the other party professing 'to trade a good knife in reality trades one 
which has a broken blade, one of the traders may get the worst of the 
bargain. This, however, is not a trade but a swindle, since the true con- 
dition of the pen and knife was not set forth before the transaction took 
,place. This question of exchange will arise again in connection with our 
discussion of international trade. For the present, it is enough to say 
that exchange consists of giving up things winch are desired less by the 
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to pay taxes, the rates of taxation should be regressive, that is, a lower 
rate 4ould apply to the larger incomes Aan to the smaller. Finally, if 
A*s ability to pay taxes is more than double diat of B, the rates of taxation 
should be progressive, that is, the ^eater the income the higher the rate 
of taxation wHth is applicable to it 
Diminishing Satisfaction and Income.-The advocates of progressive 
taxation base their arguments in large measure on the Aeory that Ae 
satisfaction to be derived from the expenditure of a unit of money in- 
come diminisbes as the total income of the spender increases. A certain 
amount of income is necessary as a minimum for subsistence, and does not 
represent abfli^ to pay in the true sense of the term. The first ioCTements 
of Income above diis minimum amount are used by the individual to 
satisfy urgent wants, while further and yet further additions to income 
will be used to satisfy less and still less important wants. It follows that, 
unless we are dealing with individuals who choose to satisfy their less 
pressing desires before attending to those which are more urgent, 
diminishing satisfaction is experienced in the expenditure of successive 
increments of income. Thus, it is held that the man wth an income of a 
million dollars a year is not losing, nearly so much satisfaction wh^ 
compelled to give up one hundred thousand dollars in taxes as is the 
man with ten thousand a year when he contributes a thousand dollars to 
the support of the government, although it is clear that the rate is the 
5 ?aniP! in these two instances. It may seem equitable, then, for the re- 
cipients of large net taxable incomes to pay taxes at higher rates than 
those applied to men receiving smaller incomes, which means, of TOurse, 
riie use of progressive rates of taxation. Most students of public finance 
are content with progressive rates of taxation wherever they may at pres- 
ent be satisfactorily applied-which means for all practical purpo^s m 
the taxation of incomes and inheritances. It should be apparent that a 
urosyessive tax upon a commodify, say tobacco, which would mean a 
high rate if tiie pmchaser were rich and a low rate if he were poor, would 
not be practicable. 

Distributing the Burden of Taxation.-In tire light of what is Imorra 
about diminishing satisfaction in the spending of income, just how shordd 
the tax burden be distributed in order to follorv the principle of abilxfy 
to pay? Some xvriters suggest that the principle of equal sacrifice should 
be fofiowed. That is to say, the distribution of the tax burden ac^rdmg 
to the principle of abifify to pay is held to be perfectly realized when all 
taxpayers contribute such amounts that an equal loss of satisfaction, or 
an mual amount of sacrifice, is experienced by each. Other xvnters hold 
that the proper prindple to follow is that of least ag^egate sacrifice. 
According to this principle, no person should be ^ 

whatsoever so long as the same amount could be obtained from another 
person \vith a smaller loss of satisfection-fhat is, at a smaller sacnfice 
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person relinquishing them than are the things which he receives in re- 
turn. 


Some Agencies of Exchange 

In direct exchange, or barter, the surpluses of some producers are ex- 
changed for those of others, in order that they may be consumed by 
persons for whom they have greater utility than they have for the orig- 
inal owners. In indirect exchange, likewise, the problem involved is 
the transfer of economic goods from the original producer to the ulti- 
mate consumer. 

Owing to the great size and complications of our modem economic 
society, this transfer is sometimes a very involved process and requires 
the assistance of many intermediate agents. The process is often re- 
ferred to as the “distribution of goods”; and there is no objection to the 
use of this term, provided only it is not confounded with the “distribu- 
’tion of income” which (as we have seen) has to do with the division, 
among the o\vners of the factors of production, of the economic goods 
or “product” which these factors have jointly made. 

Functions Performed by Agencies of Exchange.— The parts played by 
the several agencies of exchange may be made dear tlnough the use 
of an illustration of comparatively simple exchange. A Virginia apple 
grower has picked and barreled his season’s crop. He has, let us say, 
5000 barrels of apples to dispose of. How shall he get them into the 
hands of the consumers? Clearly not by direct exchange, for the de- 
livery of small quantities of apples to many thousands of house\vives 
would be expensive and hopelessly drawn out. Several better methods 
are open to him. We may suppose that he has decided upon a plan often 
followed by fruit growers, that is, to retain ownership of the fruit until 
spring, when prices are likely to be higher than in the fall, and then to 
^pose of the crop through a commission house. 

But this is an arrangement in which he requires assistance. He calls 
upon some of the agents of exchange for help. Form utility the farmer has 
already created, but time, place, and possession utility must be added 
before the apples are available for the consumers, that is, before they 
have been completely produced. Lacldng storage facilities of his own, 
our farmer arranges with a storage concern in Washington to hold the 
5000 barrels of apples from September until April. Thus time utility is 
created, for the apples wU be more desired in April than in September, 
owing to the greater scarcity of the fruit in the spring months. 

But the crop must be transported from the form to the storage house; 
and this necessity entails, a transfer by truck to a nearby railway 
station, then a railway shipment to the dty, and finally another transfer 
from the Washington freight depot to the storage plant. Each of these 
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income. However, fhe corporation income tax is open to certain ob- 
jections, noteworthy among which is the suggestion that it does not con- 
fonn to the principle of ability to pay. Many people contend that a 
corporation has no ability to pay taxes apart from the ability of its stock- 
holders to pay. If this is true, thfe size of a corporation’s net income bears 
no necessaiy relationship to its stocMiolders’ ability to pay taxes. For one 
corporation with a moderate net income may distribute it in lar^e 
amounts to its few stockholders, while another with a huge net income 
may hand this income in small amounts to its hundreds of thousands of 
stockholders. In general, this objectic.* to the corporation income tax 
seems sound. 

It is sometimes argued that this tax is objectionable because it results 
in double taxation, not only as between corporation and stockholder, but 
also as between corporation and corporation. Let us suppose, for example, 
that a corporation makes a certain net income, pays the tax on it, and 
declares a dividend. A part of the dividend may go to another corpora- 
tion whidi owns a part of the stock of the first. This dividend payment 
becomes a part of the income of the second corporation and is subject 
to tax. In the case of a complicated holding company structure, this sort 
of thing might occur sever^ times. However, this objection loses much 
of its force when we realize that under tire present law 85 per cent of 
intercorporate dividends are exempted from taxation. 

. As between corporation and stockholder, the corporation pays the tax 
on its net income and then pays dividends to the stockholder. The divi- 
dends are personal income to the stockholder, and, under the present law, 
are subject to both the normal personal income tax and the surtax, if the 
dividend income is sufficiently large. This is unquestionably double taxa- 
tion, but it seems to us tiiat double taxation is bad only if it is uninten- 
tional or if the total amount collected is unreasonably high. If double 
taxation is intentional, and the two taxes together impose only a fair 
burden upon the income affected, there seems to be little or no cause for 
complaint. 

Incidence of Ae Corporation Income Tax.— It is doubtful whether this 
tax burden can be passed on to consumers of the products of these busi- 
nesses in tire form of hi^er prices, or whether any considerable portion 
of it can be transferred to the laboring group. If the tax should be passed 
on to the stockholders in the form of smaller dividends, a loss of capital 
and the eventual feilure of some firms near the margin might result; and 
this situation, in turn, might make possible an advance in prices for 
tile other firms and thus enable them to pass on some of the tax burden 
to customers. It seems likely that this will not happen, however, and that 
the tax iivifl not be shifted. It is our intention in tiie present discussion to 
hold fast to what may be called the general principles of tax incidence, 
leaving the many qu^cations and changes in assumptions which might 
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thr6e steps in the journey, which may or may not have been performed 
by separate agents, adds place utility to the product, for the apples have 
made progress toward the ultimate consumer. 

Having running expenses to meet, such as wages of labor, taxes, and 
so on, the farmer secures from his banker a loan to carry him over until 
the sale of the apples in the spring brings him an income. Since an im- 
mediate sale of the crop in the fall would have been necessary had the 
loan not been forthcoming, the banker must be credited with a part 
in promoting the storage; that is to say, he has aided in the creation of 
time utility. Moreover, the crop itself or the building in which it is stored 
(or both) will ordinarily be insured, so that the insurance company also 
is entitled to some credit in connection with time utility. 

With the coming of spring, the apples are delivered to a commission 
merchant, sold by him to wholesalers (perhaps in hundred-barrel lots), 
thence to the retailers by the barrel, and finally to the consumers by 
the half- or quarter-peck. The commission man, wholesalers, and retailers 
are all merchants, and every transaction they carry on constitutes a crea- 
tion of possession utility since each sale brings the product closer to its 
final destination, which is its possession by the consumers. It is probable 
that, in connection with these several sales, new place utility also was 
added, since a sale would usually involve the physical transfer of the 
goods also, in the case of a commodity such as we are now considering. 
(It would not be true, of course, in the sale of land— and other examples 
could be cited.) 

In the case of many commodities, the goods would be advertised— an- 
other contribution to possession utility. Or they might be bought by 
speculators in anticipation of an advance in price, which would be an 
addition of time utility. Very important throughout the whole process 
is the use of money and credit, which will be described in detail in later 
chapters. These various agencies of exchange, it may be said, would find 
little or nothing to do in a primitive society, but it is inconceivable that 
an extensive economic order, such as we have today, couldTbe carried 
on without their assistance. 

Exchange, Marketing, Distribution.— The activities included in the 
"young profession of marketing” ® are essentially the same as the func- 
tions of exchange outlined above, as may be seen by reference to any of 
the standard textbooks on the subject.® The "marketing functions” stressed 
in these books are (1) "those involving transfer of title,” which are the 
equivalent of the theoretical economist’s possession utility, and (2) “those 
involving physical supply, with special emphasis on transportation- 
{place utility) and storage {time utility). The terms "exchange” and 


Mnnafe of the American Academy of Political and Social Science, May, 1940, p. xi. 
E.g., a F. Hiillips, Marketing, Boston, Houghton Miflain Company, 1938; P. D. 
Converse, Essentials of Distribution, New York, Prentice-Hall, Inc. 1936. 
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Evaluation of Capital Stock and Excess Profits Taxes.--The capital rtock 
tax yields a fairly stable annual revenue regardless of corporate earnings, 
but it may be burdensome to some firms in times of depression. The cap- 
italization of corporations is an unsatisfactory index of their abiUty to pay 
fayfiSj for a corporation %vith large capitalization may bave small earmngs, 
and vice versa. However, the tax is smaU and is not progressive. The excess 
profits taxes produce anything but a stable aimud income, though mey 
may bring in large receipts in periods of business boom. In general, these 
accord fairly well with the principle of ability to pay. A tax which 
appropriated all profits would be a had tax, because it would prwent 
a corporation from offsetting, wth the profits of certain years, foe losses 
suffered in others. However, after a reasonable rate of return has been 
allowed as an offset to possible losses, further earnings may properly be 
regarded as surplus income and be subjected to taxation. Excras profit 
taxes are complicated, for it seems impossible to make them both fair 
and simple. They often give rise to extensive Utigation and impose a 
severe test on foe federal administrative machinery. Excess profits t^es 
cannot he shifted by foe paying corporations, since they fall on realized 
surplus income after foe business of foe year is over. 

Punitive Corporation Taxes.-We should note, in addition to foe tax« 
already described, certain punitive taxes on corporations. In foe past, foe 
wealthy have often organized personal holding companies to rec^e an 
hold their incomes, in order to evade personal income surtaxes. There is 
now a tax on foe undistributed net income of such ^ 

takes 65 per cent of the amount of undistributed income under $2000 and 
75 per cent of foe amount over $2000. There is also a penalty surtax ou 
corporations which improperly accumulate surpluses so that their owners 
nray avoid personal income surtaxes. This tax is 25 per ^ 

$100,000 improperly added to surplus, and 35 per cent on all additional 
amounts. Revenue derived from these taxes is reported under foe corpora- 
tion income tax. Finally, foe “unjust enrichment” tax produced a smafl 
amount of revenue in 1941. This tax ^vas levied a few y^rs ago on corpo- 
rations which had received, by order of foe Superoe Court, processing 
taxes previously paid to foe government, and which had already reim- 
bursed themselves for these taxes by shifting them to others. 

Proposed Change in Corporate Taxation.-Such is foe ventable maze of 
taxes applied by foe federal government to cojiorabons. In action, foe 
corporations are subject to various state and local 
government, as we have seen, taxes corporations not on^ 

Lenue from foeir income, but also to prevent foe use of ^ 
device as a means of evading personal income tax^ and suxtoes. Mufo 
could be done to improve certain of these corporation tax^, but perhaps 
foe greatest improvement would be to abandon foe t^bon of corpora- 
tions and corporate incomes as such, at foe same time bnngmg corporate 
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“marketing” may therefore be used interchangeably, ^vith little if any 
loss of accuracy; and to these two may safely be added a third, synony- 
mous term— “distribution”— provided only that this distribution of goods 
is not confused with the distribution of income* 

Costs of Exchanging Goods.— A great deal has been written about the 
high cost of exchanging, marketing, or distributing goods; and this cost 
is said to result, in turn, in the high cost of living. It is sometimes turged 
that the existence of large numbers of “middlemen,” each demanding 
his share of income, needlessly increases the selling prices of many com- 
modities. 

The Twentieth Centtuy Fund has made an extensive study of the cost 
of distributing economic goods, as compared with the cost of producing 
them in the first place.® These investigators began by grouping together, 
as “production,” all activities going into the creation of fonn utility, and 
as “distribution” the efforts involved in the creation of place, time, and 
possession utility. Allocating the 66 billion dollars spent for finished goods 
in 1929, they found that production cost 27 billion and distribution 89 
billion dollars. This means that, on the average, approximately 40 per 
cent of the money spent that year for finished goo^ went to the pro- 
ducers while almost 60 per cent went to the distributors. 

An average of this sort admittedly conceals many and \vide differences 
in production and distribution costs as between commodities. In general, 
as is shown by data for more recent years, it costs more to get foodstuff 
to the ultimate consiuner than to (h’stribute manufactmred goods. For 
example, the study of the Twentieth Century Fund indicates tiiat distri- 
bution costs in the past decade accounted for the following proportions 
of retail prices of the goods listed: Cabbage, 82 per cent; carrots, 82 per 
cent; oranges, 73 per cent; shoes, 48 per cent; gasoline, 56 per cent;® 
and cigarettes, 52 per cent.® But the distribution costs of foodstuff are 
sometimes low (for example, 34 per cent for eggs), and those for 
manufactured goods are sometimes high (as in the case of rye whiskey, 
79 per cent).® 

It is the publication of figmes such as these that arouses discussion 
as to whether we are not paying too much for the transfer of goods from 
the farm or manufacturing plant to the consmning public. The question 
is more easily asked than answered. The distribution costs of many 
commodities do seem to be disproportionately large. But if they are so 
in reality, why do not more capable business men enter the field, elimi- 
nate the wastes of distribution— if there are wastes— and thus undersell 
.our present-day enterprisers? In some cases, the attempt is being made 

* Cf. diaps. 18 to 22 (vol. 1). 

*See Paul W. Stewart and J, Frederic Dewhuist; Does Distribution Cost Too 
Much? New York, Twentieth Century Fund, 1989. 

^ Taking no account of taxes on the conunodi^. 
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nor are titiey even proportional to income. People with large incomes pay 
these taxes in greater absolute amounts than people with small incomes, 
but the percentage of total income spent for economic goods subj^t to 
excise taxes tends to decline as a persons total income increases. Ther^ 
fore, these taxes take away a smaller percentage of a large than of a smaU 
income, and are regressive in operation. This does not mcM that they 
should never be imposed, for their bad effects may be quite offset by other 
taxes in the system. Excise taxes have been good revenue producers m 
the past, and have been considered a rather elastic element in the to 
system. Their convenience in collection and payment is well known, tor 
they “get the feathers wth a minimum of squawking.” They are often 
included in the prices of articles in such a way drat most consumers are 

unaware that they are paying them. j , , 

Customs Duties.— Customs duties, or duties on imports, produced only 
50 per cent of the total federal revenue in 1941. These toes have lost 
importance rapidly, for at one time they produced almost ah the revenue 
of Ae federal goveniment The revenue from import duti« is largely m- 
'cidental at the present time. The United States is the worlds leajng ex- 
ponent of the protective tariff. The primary purpose of our ^ art is 
to protect American industries by excluding foreip products from 
our markets. To the extent that the tariff is successM in this purpose, the 
consumers of this country are certainly burdened, ^d ^ 

greater degree than the protected manufacturers are benefited; but t^s 
Lt actually exclude goods do not interest us in connection our study 

of taxation, since they bring no revenue to the gove^ent. The rates ap- 
plied to some imports, however, do not exclude the foreign products, and 
Lports continue to come in despite the duties. In Jese instance rev^ue 
remits for the government The import duties paid on 
abroad, regarJess of how they, are collected, ordinarily '^dl 
same incidence as toes on the production of doinestic commodity, Aa 
is they will fell on the final consumers. Hence, these toes may be cnti- 
cfeed in much the same terms as those applied to excise toes a^>ov^ 
cept that the fiscal adequacy of customs duties may be more 
o^n to question than that of e.xcise taxes, since the primary object of 

^^’rSSsdeS TSsyslem as a Whole.-In some respects, it fe difficult to 
larize our study of the federal to system. Some of its to^ ^ 
it others are indirect Some are convenient and econonucal to col- 
lect others are not Some axe progressive, others me regressive. Cet^ 
■ ge^e^Ltions may be made, however. The federal to syst^ as a whole 
ordinarily meets firly well the test of fiscal adequacy. In depression or 
ZT^ of course; it sometimes fails to provide enough r^enue to 
cover auixpenditures which must be made, but it is diffit^t to 
to system that would be perfectly elastic and adequate for all emer- 
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with varying degrees of success. But tlie benefits of “manufacturer-to* 
consumer” exchange are often more attractive in prospect than in prac* 
tice. 

The fact is tliat tlie consumer cannot, with any degree of satisfaction, 
deal directly with the manufacturer. If goods are to be manufactured 
cheaply, they must usually be made on a scale vastly larger than would 
be necessary to meet local needs alone. Some consumers, then, are too 
remote to be able to buy at the factory. And if they purchase through 
stores set up by the manufacturer, they are still, in effect, buying from 
a retailer (a distributor), even though the shop bears a manufacturer’s 
name. 

Unquestionably tliere is waste in distribution just as there is in the 
earlier stages of production, and perhaps even to a greater extent; and 
in both instances it should be done away with as tlioroughly and speedily 
as possible. But there is a tendency to underestimate the services rendered 
by our agencies of exchange. It is easy enough to see tliat tire baker is 
a productive agent. It is more difficult to give full credit to the truckster 
who hauls bread, and the grocer who sells it over tlie counter, simply 
because they are not creators of form utility. But the promptness and 
convenience with which one may secure bread depend upon the services 
rendered by the truckster and grocer quite as much as upon the produc- 
tive effort of the baker. 

“The laborer is worthy of his hire,” and the distributor who performs a 
necessary function is entitled to payment. Without him, specialization as 
we now have it would be impossible. Perhaps the best evidence of his 
usefulness— though far from conclusive evidence— is our inability thus 
far to oust him, even though we recognize that prices are high and may' 
suspect that the middleman is in some way responsible. 

Two Economic Fallacies 

Two misconceptions relating to exchange may be discussed briefly at 
this point. The first of these is referred to as the “keep money at home” 
fallacy, and the second is the “make work” fallacy. 

“Keep Money at Home” Theory.— The idea that money should be kept 
at home rather than spent abroad is one which has been inherited from 
economists of the past. The falsity of the theory has been demonstrated 
time and again, and yet there are today business men, politicians, and 
others who apparently believe implicitly in its soundness and who argue 
vigorously in its defense. 

The theory is usually expressed in about these terms: People of a given 
community-whether a town, a state, or a nation-should buy goods at 
home instead of bringing them in from the outside. By buying goods at 
home, home industries are encouraged, local business men prosper, there 
is plenty of employment for workers, and, as a consequence, prosperity 
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diffesrent in thdr general approach, from the federal taxes on income. 
Income taxes are much less important for state governments than for 
the federal government. A few states have recently adopted income 
mxes which provide that tibeir citizens must pay a flat rate of 1 or 2 per 
crent on their entire incomes, or on incomes above a certain very moderate 
exemption. Such taxes are, of course, prc^ortional in character and do 
not correspond to the principle of abih'ty to pay, although they may 
be productive of large revenue. 

General Property and hoheritance Taxes.— The general proper^' tax is 
important and worthy of examination, but it wall be treated in connection 
with the tax systems of local governments, where it assumes even greater 
importance than in state taxation. Inheritance and gift taxes are used in 
47 states, and yielded 2.8 per cent of state tax revenues in 1940. In most 
states, the inheritance tax is levied upon the several shares of an estate, 
rather than upon an estate as a whole— which means that it is truly an 
inheritance tax, and not an estate tax. State inheritance taxes are often 
progressive in two directions. That is, the rate grows larger the greater 
the share involved and the more disfont the relationship, if any, between 
the decedent and the heir. The incidence of the state inheritance taxes is 
similar to that of the federal estate tax. 

Sales and Use Taxes.— The sales tax has come into prominence, in re- 
cent years, as a source of revenue for state governments. The tax has 
been applied in about half the states, is based on retail sales, and usually 
runs from 1 to 8 per cent on the value of the articles sold. According to 
the data in Table S3, sales taxes and use taxes furnished almost 40 per 
cent of state tax revenues in 1940. Use taxes are usually intended to 
prevent people from escaping sales taxes— Just as gift taxes are designed 
to keep foem from avoiding inheritance taxes— and have been adopted by 
most states which use sales taxes. Use taxes are lewed as a charge for tiie 
privilege of storing, using, or consuming within a state any goods which 
have been purchased outside foe state. A person who lives in a slate that 
has a sales tax, and who purchases goods outside foe state to avoid foe 
sales tax, becomes subject to foe use tax when he brings foe merchandise 
home. The receipts credited to sales and use taxes in Table 53 apparently 
include foe revenues received from state excises on liquors, tobacco, 
gasoline, and other commodities, as well as those from sales and use taxes 
proper. 

The sales tax— and fois is true, also, of foe use tax— is decidedly de- 
fective from foe point of view of our principles of taxation; it is regressive 
in operation and does not conform to foe principle of ability to pay. 
People wifo large incomes spend a smaller percentage of their incomes on 
foe retail purchases subject to foe tax than do poorer people, so that foe 
tax takes a higher percentage of small foan of large incomes. The sales 
tax is not so well received Ity foe payers as some regressive taxes, for 
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for all. But if goods are purchased away from home, there is a lack of 
business for the home industries, and consequently a lessened demand 
for workers inTocal shops and factories. 

This is the way the argument runs, but students who have followed 
carefully the line of reasoning in our discussion of exchange ^vill realize 
that the “keep money at home” theory is a fallacious one. Buying goods 
means gi'^ng money, or purchasing power, in exchange for commodities 
or services. And the person who receives ‘this piurchasing power will use 
it, in turn, to buy commodities and services which he desires. In other 
words, every time we buy economic goods we engage in a trade, al- 
though it is more often indirect trade than direct barter. In every free 
trade, as we have seen, both parties benefit. It is obvious that we gain 
most when we spend our money where we get for it the greatest possible 
return in the way of commodities and services. If a distant merchant 
gives more or better goods than the local merchant for the same money, 
or the same goods for less money, certainly it is foolish for buyers to 
purchase their goods locally. If local industries are not able, in the long 
run, to compete wth industries at a distance, then it would be economical 
to allow them to pass out of existence, since they have shown an inability 
to survive in the face of competition. Indeed, every plea to keep money 
at home is a confession of weakness on the part of those making the 
plea, for money ^vill stay at home without urging if only it can be spent 
there as advantageously as away from home. 

An interesting side light on the “keep money at home” dieory is that 
tiiose who preach it loudest frequently practice it least. The campaigns 
that dilate upon the dire consequences that "will follow upon buying 
away from home are usually financed largely by the merchants of the 
to\vn. But do these same merchants buy locally and thus keep money 
at home? Sometimes they do, to be sure, but o^y when local manufac- 
turers and wholesalers ^vill sell to them more* cheaply than the manu- 
facturers and wholesalers of other cities. In other words, they exhibit a 
pronormced tendency to do precisely what the consumer is inclined to 
do— that is, to spend their money where it ^vill bring them the largest 
quantity of economic goods per dollar of expenditure. All they ask, of 
course, is to be allowed themselves to send money away from home and 
bring in goods which they can sell, at an ample profit, to people whom 
they have “educated” to think it disloyal and unpatriotic and— most per- 
plexing of all!— uneconomic to buy anywhere but in the old home town. 

Let us examine, for a moment, a to\vn in which this fallacy has made 
no headway, and see what is happening in the way of exchange. Goods 
are being made in- this town, but they are goods that the toym is equipped 
to make advantageously. They are goods, therefore, that can to some 
extent be sold locally without recourse to methods of high-pressure sales- 
manship, since they are reasonably priced. But they can be sold also— 
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progressive rates, -wlienever possible, despite all protests against "soaldng 
the rich,” and not by an extension of taxes which are regressive in opera- 
tion. Si^arly, if the need for tax revenue should lessen, the regressive 
taxes should be eliminated or sharply reduced in severity, instead of cut- 
ting die rates which apply to incomes, excess profits, and inheritances. 
Evray attempt ^ould be made to increase the effective operation of diese 
progressive taxes. 

It is true that most of the regressive taxes are fairly satisfactory from 
an administrative point of view, since th^ are usually certain, convenient, 
and economical in collection. It is true, also, that when more revenue is 
needed in depression— a time when excess profits are but a memory and 
everyone’s income is greatly reduced— it may be necessary to extend the 
use of excise, sales, and other taxes as a temporary expedient. Again, 
when the country is financing an enormously expensive war program, -it 
may be necessary to extend the regressive taxes as well as increase the 
rates and lower exemptions in connection with die progressive taxes. But 
such extensions of the regressive taxes should be clearly recognized as 
emergency measures, and not accepted as permanent changes in our 
system of taxation. 

The revenue system of the federal government is ordinarily capable 
of producing abundant revenue, but state and local sj'stems ^ve been 
less satisfactoiy from the point of view of fiscal adequacy. Moreover, it is • 
unsatisfactory for both federal and state governments to tax both incomes 
and inheritances. Indeed, it might be desirable to have only one tax sys- 
- tern in die United States. Under such a system, all taxes would be col- 
lected by the federal government and the revenue divided among the 
various governmental units. Finally, it would be desirable to extend the 
income tax downward until practically everyone wth a money income 
would make some contribution, however small, to the direct support of 
the government, and would be aware that he was making such a con- 
tribution. Ihis might aid in bringing about a pubhc understanding of the 
relation between the perfoimance of functions by the government and 
the necessity of contributing to the support of the government, and thus 
help to correct the present unwholesome, careless attitude toward public 
funds. The federal income tax has been changed in this direction to some 
extent in the last few years, as the government's need for revenue ex- 
panded under the national defense program. 


1 . What is the nature of taxation, and how is taxation related to public ex- 
penditures? 

2. What is the problem of taxation? 

S. mat is the first test of a sound tax system? . 

4 . If a tax system meets this test, what is the next most important considera- 
tion? ’my? 
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and probably are sold chiefly-in oflier towns, again because diey are 
made advantageously and the price is tlierefore low as compared with 
the prices of similar goods made less advantageously elsewhere. As 
finished goods move out of town, money flows in to pay for these goods, 
but some of this money flows promptly out again in payment for raw 
materials which must be brought in as the basis for more finished goods. 
People working in factories buy some goods at local stores; possibly they 
spend part of their wages with Sears, Roebuck and Company or Mont- 
gomery, Ward and Company, and thus send money out of loion. But at 
•die same time their employers are selling commodities that these people 
have helped to make— to Sears, Roebuck and Company, or Montgomery, 
Ward and Company, or some otlier out-of-to\vn dealer— and thus money 
is brought hack into town. Through these and similar transactions, money 
fiows back and fortli. If it goes out, it just as surely comes back again; 
and every time it facilitates an exchange between two parties, each of 
whom is performing some economic act tliat he is especially well fitted 
to perform, the money serves, as someone has well said, as .a lubricant 
to the economic machine. 

Keeping money at home means doing business only with the home 
folk, and not with those outside the community. Any group that adopted 
such a policy rigidly would, of course, be self-sufficient, and it would be 
bound to suffer in two ways. First, it would have to get along without 
some- kinds of goods that it would like to have, since no community has 
yet been able to supply itself with everything it needs and wants, with- 
out assistance from other communities. Second, it would have to get 
along with smaller quantities of goods, since it would be making disad- 
vantageously some goods which, had it not diosen isolation, it could 
buy cheaply from other communities equipped to make these same goods 
advantageously. It is very likely that such a community would have 
more work to do than before, but it seems quite certain that it would have 
less of economic goods. Anyone, then, who supposes that the goal of 
economic society is the creation of work is carrying his ideas to a logical 
conclusion when he advocates keeping money at home; but no one who 
thinks of the creation of goods as the goal should have diflSculty in seeing 
that this goal is more quickly and more completely reached by coopera- 
tion between communities ^an by each community trying to' be inde- 
pendent of every other community. 

The people of a community as a whole are not injured by sending out 
money and getting commodities and services in exchange, though some 
individuals may suffer and be conipelled to turn to new fields of pro- 
duction. The fact that money is spent indicates that -the spenders are 
getting for it something which they prize more highly than the money 
itself. The fact that it is spent abroad instead of at home shows that 
local sellers offer less in exchange than sellers at a distance. All 'that 
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lion bushels from 1917 to 1919, and reaped a peak of 293 mimon bu^ek 
in 1921. Cotton exports amounted to 5,3 million bales m 1916, b 
creased to 6.5 million bales by l919. Tobacco eKporis were 348 mi^on 
pounds in 1915, and 648 million pounds in 1920. Exports of com, whn* 
L never veiy great, were 179 milKon bushels in 1921, as against 40 mil- 

“°£SFSLmes.-The gross farm income of to Urted Smto 

was $7 028,000,000 in 1914, $7,395,000,000 in 1915, $15,101,000,000 m 1..18, 

and $16,935,000,000 in 1919. Even these large increases m 

not have meant much to the farmers if the prices of products they bou^t 

had increased as fast as the prices they received for their own 

Sthis was not the case. If the years 1909 to 1914 are taken a^^e 

period for index numbers of both pri^ received by 

farmers we find that prices received by farmers were 202 m 1918, whUe 

prices paid by farmers were 176. In 1919, these two 

213 and 202, respectively.* Therefore, the farm income of to country m- 

creased both absolutely and in relative purchasmg power during the wa- 

Supply C»ndtons.-But 

ditions for our agriculture did not last long. After the close of the firrt 

World War, agricultural production ^ ^ar 

a few years many of the Einopean countnes had reached the p 
WiJ to respect. As a result! their demand for American to prod- 

nets decUned. Moreover, many of the less highly P^ 

the world were able to increase their agricultural P^^uctxon mbstan- 
tiallv through the use of improved methods and machinery, and th y 
begin to compete strenuously for the foreign markets which ^encans 
had been supplying with farm products. Some European countaes \wre 
not content to to their agricultural production merely reach pre-wm 
levels. Uudet to taBueuee of programs of ^eme 
tempted to become self-sufficient, or largely so, respert to ^p^ 
Sods and raw materials which they had formerly imported in Imge 
quantities. This they ad despite the fact that ton land areas were ofto 
poorly adapted to raising these goods, so that to costs of pro ua g 

at home were excessive. , , , . t 

•ae American policy of discouraging imports, 
protective tariff kws Ifter to ^yar, hindered our toers m their effo^ 
to retain export markets. The eventual and inevitable curteilment of to 
large loa^Americans had been granting abroad for P;^°f 
finfndng exports increased to difficulty of selling P^f “f 

eigners From the domestic point of view it may be true, as is ottOT 
ctoed, tot changes in the diet of the American people had a depress- 

*Jbid., pp. 458-461. 

"Ibid., pp. 680, 681. 
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happens is that money goes out and commodities and services come in- 
more commodities and services than the community would have, had 
the money stayed at home by being spent there. In other words, there is 
released from the home town money which has no significance except 
as it is exchanged for goods, material or non-material; and there are 
brought into town economic goods which are capable of being consumed 
immediately or in the future, and which therefore yield genuine satisfac- 
tion. 

Nevertheless, we are constantly admonished to patronize the neighbor- 
hood druggist; to support local merchants instead of mail-order houses, 
to buy articles manufactured in the home city, and to use goods made 
in the United States rather than those manufactured abroad. Political 
campaigns are sometimes waged on the basis of a protective tariff. And 
yet a tariff of this land is simply an artificial means designed to force 
people to buy goods at home, rather than in a foreign coimtry where 
the goods could be had more cheaply. 

“Make Worl^ Fallacy.— The second error into whidi many persons fall 
has been termed the “make work” or “lump of labor” feUacy. The theory 
here is that there is only a certain amount of work to be done in a com- 
munity, and it should be spread out so as to keep all workers employed. 
If people are out of emplojonent, it is thought by some that the \vise 
thing to do is to create work so that they may be employed. If, for ex- 
ample, men are idle in the ^vinter time, it is regarded as a great blessing 
to have a heavy fall of snow so that these men may be able to earn an 
income. 

From the economic point of view, it would be much better, of course, 
to put them to work shoveling dirt in the building of a subway instead 
of clearing snow from the sidewalks. If it is desirable to supply work to 
unemployed men at all costs, one could easily justify the deliberate de- 
struction, by fire, of all, or a large part, of the buildings of New York, 
Chicago, or Philadelphia. An action of this kind would provide an 
abundance of work for builders of all ^"pes, and would be just as sensible 
as praying for snow in order to give employment to the tmemployed; and 
yet there are few who would be so rash as to suggest that the kindling 
of such a fire would be desirable. 

The “make work” fallacy is one which is said by some students of 
labor problems to be an actuating force among labor unionists. Some 
imions definitely set an amount of work to be done in a given time. Al- 
though labor leaders usually deny the charge, it is true that workers have 
sometimes decided that just so many bricks may be laid in a day, or so 
many cigars, and no more, manufactured in a given number of hours. 
A restriction of output of this land is often caused by fear on the part of 
the workers that there \vill not be enough work to go around. Con- 
sequently, to make their work last longer they do less of it each day, al- 
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The first agreements that were drawn up often provided for minimum 
prices to both producers and distributors, but tibe fixing of minimum re- 
tail prices was later abandoned as a general principle. However, the dis- 
tributors who purchased their supplies of milk from producers were re- 
quired to pay fixed minimum prices, these prices depending upon the 
uses which were to be made of the milk. The highest price was paid for 
whatever was to be sold as fluid milk, and the lowest for milk to be made 
into butter. Different prices for milk were set for the various milk sheds. 
New producers were required to sell their milk at the lowest price for 
their district for a period of ninety days, and producers in general were 
expected to control their production according to the quantities they 
could sell as fluid milk and for other purposes. 

Other Policies of the A.A.A-In addition to the purchase of sows and 
little pigs, as previously noted, the Agricultural Adjustment Administra- 
tion bought substantial amounts of butter and cheese for distribution to 
families on relief, through die Federal Emergency Relief Administration. 
However, the most comprehensive pxogranl of direct purchase was the 
governmental purchase of cattle, sheep, and goats in ihe drought area in 
1934. Because of the drought, grain, forage, and pasture were exceedingly 
scarce in certain states, and water as well in some instances. The purchase 
of livestock by the government prevented the total loss tibat many faimers 
would have suffered without this timely aid, and to others brought prices 
superior to those which could have been had by marketing their stock 
tibrougb regular channels. Moreover, the purchases were directly in line 
ivith the Administration’s program for reducing the production of farm 
commodities. The resulting edible products were distributed, as usual, 
to needy families through tiie Federal Emergency Rehef Admii^tration. 
We mentioned, in an earlier section, the Farm Credit Administration’s 
policy of lending money to farmers on the basis of their holdings of cer- 
tain basic crops. 1 . 

The Increase in the Number of Basic Products.— In 1934, the list of 
basic products coming under the Agricailtural Adjustment A<± was 
amended to include beef and dairy catde, sugar, peanuts, rye, flax, bar- 
ley, and grain sorghums. Processing taxes and benefit payments were soon 
prorided for sugar and peanuts. In 1935, Congress passed a very rigid 
production control bill for potatoes. The law provided that no fanner 
should raise and sell more than five bushds of potatoes without get- 
ting a pennit from the Administration, and that aUotments of the amount 
a'person might raise would be assigned to each farmer. Any grower who 
exceeded his quota or failed to obtain a permit was subject to a tax of 
45 cents per bushel on his excess production in the first case, and on his 
ehtire ou^ut in the second case. 

All potatoes sold by fanners were to be marketed in closed containers 
prescribed by the Administration, and these containers were required 
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fihougli demanding, of course, a full day's pay. In like manner, they 
oppose the introduction of labor-saving machinery on the ground that it 
would reduce the amount of employment available for hand workers. 

Those who hold and express the opinions outlined above either have 
a mistaken notion of what exchange really is, or are arguing from the 
short-run point of view. The error arises through overlooking the fact 
that whenever commodities or services are created, they themselves con- 
stitute the purchasing power with which other commodities or services 
may be obtained. If, then, the unemployed got busy and made some 
article which the general public wanted, that article could be exchanged 
for the things which they themselves need. And, since human wants are 
capable of practically indefinite expansion, there should be plenty of 
opportunity for productive work, runs the argument. The difficulty, 
however, lies in getting the opportunity to make the thing which others 
are willing to buy. Since industry is conducted on a basis of workers 
employed by manufacturers and others, the workers are dependent upon 
employers for an opportunity to make those articles which can be ex- 
changed for the commodities and services necessary to their well-being. 

But employers will not manufacture such goods unless there is a 
demand for goods of this type; and ofttimes articles of a particular kind 
are manufactured in larger quantities tlran the actual demand warrants. 
As a result of an overproduction and accumulation of automobiles or 
radio sets, factories devoted to the manxifacture of goods of these kinds 
may temporarily be closed down. This is exactly what happened in the 
Ford plant and other automobile factories some years ago. It is fre- 
quently said that there can be no such thing as general overproduction, 
since the wants of human beings are unlimited. But there can certainly 
be more goods of a given kind manufactured than will be taken from the 
, market at a price sufficiently high to cover all costs of production, owing 
to the fact that manufacturers sometimes overestimate the demand for 
a particular type of goods. The word “demand” is here used to include 
not only the desire for an economic good, but also the possession of 
sufficient income to permit its purchase. 

Whenever a man produces a good which other people want and can 
afford to buy, he creates pvurchasing power. For he can take his good and 
exchange it for some other commodity or service; and in so doing he, in 
effect, purchases something with the good he has made. It follows that 
there can never be overproduction so long as he and others produce the 
right lands of goods, and each in the right quantity. When, a number of 
years ago, cheap automobiles were for several months a drug on tha 
market, the situation did not arise lrom too much production, but from 
too great production of cheap cars. If the productive power used in manu- 
facturing tile surplus stock of cheap cars had been turned into the manu- 
facture of, say, a strikingly new and advanced model, this new car would 
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war. Wiiea the question of the terms upon which the railroads should be 
turned back to their private owners was being considered, many different 
plans were evolved, and yet they all agreed more or less completely in 
one particular. This was that the growing transportation needs of the 
country demanded, through some method or other, the welding together 
of the many independent railroads, each formerly following its own self- 
interest, into an effident national system of transportation. It appeared 
that only by some plan of consolidation or cooperation could economies 
in operation be acWeved, and the railroad plant and equipment be effi- 
ciently utilmed, while difficulties of rate regulation were being overcome. 

The Transpobtation’ Act op 1920 

The attitude toward the railroads described above received its first 
legislative expression in the Transportation Act of 1920. Under this legis- 
lation, the control of the’ railroads subject to the provisions of law was 
continued in the hands of the Interstate Qjmmerce Commission, the 
agency set up for that purpose in 1887 by the Act to Regulate Commerce. 
The Interstate Commerce Commission is made up of nine members, ap- 
pointed for terms of seven years each by the President of the United 
States with the consent of the Senate. Ihe work of the Commission is 
expedited by the provision that it may organize itself into as many divi- 
sions, of not fewer than three members each, as may be necessary to 
handle its business, and that each division may act independently of the 
others, with its decisions subject to reconsideration by the Conunission 
as a whole. The Act of 1920 placed upon &e Interstate Commerce Com- 
mission some new responsibilities which were expected to be of great 
import in connection with the solution of the railroad problem. We shall 
consider the provisions of the law and their operation under four head- 
ings— railroad consolidation, rates, securities, and service. 

Baihoad Consolidation.— In the first place, the Act of 1920 was note- 
worthy in that the traditional emphasis on competition in the railroad in- 
dustry was discontinued. The Interstate Commerce Commission was 
ordered to prepare and adopt a plan for the consolidation of the many 
railroads of the United States into a limited number of systems. In draw- 
ing up such a plan, the Commission was asked to bear two considerations 
in mind: (1) To preserve as far as possible the existing conditions and 
channels of trade, and ( 2 ) to make each system such a combination of 
weak and strong roads that, when uniform rates are applied throu^out 
the country, eadi system will make substantially the same rate of return 
upon Ihe vdue of its properly devoted to tiie transportation service as 
that made by the other railroad systems. Under the consolidation plan 
(whenever formulated by the Commission), it was made la%vful for two 
or more railroads to consolidate their properties for ownership, manage- 
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probably have sold- in fairly large quantities to persons of wealth. Until 
human wants have been completely satisfied, there can be no such thing 
as general overproduction, though, as we have seen above, there may be 
and often is misdirected production— ihat is, the production of more 
goods of a certain kind than people wish to possess or are able to buy. 

But fine distinctions between general overproduction and misdirected 
production are not likely to interest a worker who is confronted by a 
concrete problem which may be expressed in the form of the question: 
"Where can I secure employment?” Though, from the social point of 
view, there is no economic justification for “making work,” yet from the 
practical, individual point of view no further justification is needed than 
the fact that if the worker proceeds at a goodly pace, he will soon be 
out of a job, whereas, if he restricts his output, he may have steady, con- 
tinuous employment. Furthermore, the shovelers of snow in oinr illustra- 
tion are amply justified in giving thanks for the jobs that have been 
sent them; for, though the snowstorm has brought no economic gain to 
society as a whole, these individual workers have been enabled to seciure 
purchasing power which may be the means of warding off starvation. 

Of course, if all workers in society were to increase their efforts and, 
as a result, their output, there would be more commodities and services 
for all, and the scale of living of all members of society could be raised. 
Moreover, there would be no diflBctdly in finding a demand for the ad- 
ditional goods, provided care were taken to produce the kinds of com- 
modities that were wanted, since (1) human wants are far from being 
completely satisfied, and (2) every good produced constitutes in itself 
a demand for other goods. For example, if production of all kinds were 
doubled, a cigaimaker who now owns an automobile could have a second 
car or, if he preferred, could have in its stead a host of other less costly 
items, such as a radio set, a dress suit, a vacation at the seashore, and 
so on. These additional commodities and services wotdd be his reward 
for having doubled his production of cigars. 

But the scheme woidd work equitably only if there were a general 
increase in production. If only the cigannakers were to double their 
output, the effect would be a much lower price for cigars, and smokers 
would benefit correspondingly. But there would be no gain for the cigar- 
makers, since the goods which they buy would not have increased in 
quantity and therefore would not have gone doAvn in price. Consequently, 
&ough it is quite true that each of us should produce as much as possible, 
there is no assmrance of personal benefit imless there is a general move- 
ment in the direction of maximum production. From the purely selfish 
point of view, restriction of output may often be a ^vise practice to fol- 
low. 

And so, in applying the label “economic fallacies” to certain theories or 
ideas which seem to involve unsound reasoning, we should bear in mind 
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to protect other forms of transportation, but rather to improve and sta- 
bilfee conditions in the motor carrier industry itself, the competition of 
motor carriers has affected the railroads so seriously in the past that we 
may well consider briefly the provisions or die Motor Carrier Act 

l^visions of the Act— The law applies to common carriers, contract 
carriers, and brokers, engaged in mterstete commerce by motor vehicles, 
but not to private carriers, except possibly wth reject to safety rela- 
tions. The Act gi%'es the Interstate Commerce Commission au&ority to 
prescribe rules governing employees, hours of sendee, and standards of 
equipment in the motor carrier industry. The numerous exertions to 
die application of the law inedude school busses; taxis; hotel busses; 
motor vehicles operated by die Department of the Interior in the Na- 
tional Park sendee;^ motor vehicles used by fermers; motor vehicles of 
cooperative a^cniltural associations; trolley busses operated by electric 
power; motor vehiedes carrying livestock, fish, and agricultural com- 
modities exclusively; motor vehides carrying newspapers exdusively; 
transportation within municipalities and adjacent areas; and casual, oc- 
casional, or redprocffll transportatioa by a person not engaged in trans- 
portation as a business. 

Comnion carriers must secure certificates of public cxinvenience and 
necessity, and must show the need for their service and their willingness 
and ability to perform it Their business may indude movements betw'een 
fixed terminals and over regular routes, and only sucdi business, but equip- 
ment and facilities may be added freely. Contract carriers must secure 
permits to operate, and must show the need for their service, their ability 
to perform it the nature of die goods to be transported and the territory 
to be served. They do not operate between fixed terminals, or over regular 
routes. Brokers, or persons odier than carriers and their agents who sell 
transportation which is subject to the Act must secure licenses, and show 
the need for their service and ffieir ability to perform it Common carriers 
already in operation on June 1, 1935, contract carriers in operation on 
July 1, and brokers in business on October 1, were allowed to secure 
certificates, permits, or licenses without furdier proof by making proper 
application before foe last available date as fixed by foe Commission. 

Common carriers must file rates and abide by foem, subject to heav}' 
fines for transporting wifoout filing rates or for charging rates ofoer foan 
those on file. The rates must be reasonable and non-disciiminatoi}', and 
may be changed only upon thirty days' notice to foe Commission and 
foe publia Contract carriers need file and publish only minim u m rates. 
They may charge more foan these rates, but changes in foe mi n imum 
rates require foirty days* notice The Commission does not have aufoority 
to prescribe foe original rates for foe motor carriers, but upon complaint 
or on its own initiative it may suspend and inx'eshgate any rates except 
foe original ones. It may investigate foe lawfulness of foe rotes on file and 
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the fact that these theories, while fallacious from tlie point of view of 
economic society as a whole, and in the long run, may be entirely sound, 
as looked at by the individual business man or worker, and considered 
as short-run phenomena. Since self-interest is a familiar characteristic, of 
present-day economic society, it is not surprising tliat individuals some' 
times follow courses of economic action which seem likely to benefit 
them in a material way, even though they do so at the expense of the 
general public. There is no lack, in current economic life, of examples of 
conflict between individual and social interest. 


1. It is said that exchange goes hand in hand with specialization. Explain the 
relationship between the two. 

2. Why would it be difficult, if not impossible, to carry on present-day ex- 
change by means of barter? 

3. In what ways does indirect exchange solve die difficulties connected with 
barter? 

4. Money is referred to as “a common denominator to which we reduce all 
commodities and services.” How does money as “a common denominator” 
facilitate exchange? 

5. Distinguish between "money exchange” and "credit exchange.” 

6. Classify “barter,” “money exchange,” and “credit exchange as, respec- 
tively, direct or indirect exchange. 

7. "People do not desire money for the sake of the money itself.” Explain. 

8. How is it possible for a gain to be realized by both parties to a trade? 

9. In modem economic society exchange is sometimes a very involved proc- 
ess, Name some "agencies of exchange” that assist in the process. 

10. Why must care be exercised to avoid confusion if one uses die term "dis- 
tribution” in speaking of the exchange of goods? 

11. Recalling the definition of “production,” state whether "agencies of ex- 
change” may properly be thought of as producers. Explain. 

12. Comment on toe relative cost of production and distribution, as indicated 
by examples cited by the Twentieth Century Fund. 

13. 'V^y is “manufacturer-to-customer” exchange difficult to put into success- 
ful practice? 

14. Without the assistance of agencies of exchange, “specialization as we now 
have it would be impossible.” Defend or reitote this statement. 

15. State briefly the usual argument advanced in support of the “Keep Money 

at Home” theory. . 

16. It is obvious that we gain most when we spend our money where we get 
for it the greatest return in the way of commodities and services.” Does tois 
mean buying at home or away from home? 

17. Show the connection between a protective tariff and the "Keep Money at 

at Home” theory. ^ ^ 

18. Accortog to the ‘Lump of Labor” theory, there is only a certain amount 
of work to be done in a community. Is this true? Why or why not? 

19. How may a belief m the “Make Work” theory lead to restriction of output 

on toe part of workers? ^ 

S ZrSy?' Paving tie MUoy 
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commonly between 36 and 50 per cent of the rates on first-dass freight 
In some cases, flat railway rates on loaded trucks, trailers, semi-trailers, 
or “contadners,” when loaded with almost any kind of freight, have been 
authorized by die Inter:rtate Commerce Commission, 

The railroads have long charged lower rates for carload shipments 
than for less-than-carload lots of freight but there have been no special 
rates for shipments involving several carloads or even a trainload, and no 
gradations between the carload and less-than-carload rates. Recently, 
however, tibe interstate Commerce Commission has permitted some rail- 
raads to fix bwer rates for multiple-earload shipments than for carload 
lots; and the railroads may thus be able to recover some of the freight 
traffic that has been moving by w’ater in cargo lots. The railroads hav' 
also begun to establish graduated “volume rates" for large less-tha’' 
carload shipments. For example, tbe less-than-carload rate may apply 
to shipments up to (say) 5000 pounds, a somewhat lower rate to ship- 
ments behveen 5000 and 10,000 pounds, a still lower rate for shipmente 
from 10,000 to 20,000 pounds, and so 6n until the rale is reached for full 


carload lots. -i i • 

^Vhile these changes in railw’ay freight rates have been developing, 

the motor carriers have moved in the dfrection of the rate-making gli- 
des of the railroads. In many cases they now use railroad classifications 
of frei^t, or very similar elassffications, and their freight rates are the 
same, or almost die same, as those of railroads. However, conmon 
carriers by motor can scarcely afford to adopt railroad freight dassifica- 
tions and rates unless the contract carriers can be made to do toe same, 
or unless the trucking operations of contract carriers and of industaal 
or other firms can be restricted. In general, toe movement of motor car- 
riers toward railroad freight dassifications and rates see^ undesirable, for 
its completion ^vould deprive toe public of toe economies of motor trans- 
portation. Motor carrier rates should probably be allowed to rest on toe 
competitive basis of cost of service, wto business divided between toe- 
railroads, motor carriers, and other transportation agencies on toe basis 

of convenience, effidency, and cost - 

Water Carrier Regulation.-While*toe Motor Gamer Act brought an- 
other large sedion of the transportation field under the ji^tocbon 
of toe Interstate Commerce Commission, toe Co^issitm had only 
limited control over water carriers. That is, where joint ^ and water 
mutes were used, and in the cases where railroads were allowed to own 
water-carriers, toe Commission had jurisdiction. 

toe regulation of water carriers, comparable to toat wbch had been 
appliedto railroads and motor carriers. In toe ^ 

1940 that need was met Wito the exception of infract water caimn 
which do not compete ,>vito common carriers, and common or contoct 
water carriers of commodities in bulk whose cargo space is not used for 
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21. Distinguish between “general overproduction” and “misdirected produc- 
tion.” 

22. Why is it impossible for “general overproduction” to exist in the long run? 

23. How could me scale of living of all members of society be raised? 

24. “There is no assurance of personal benefit [through an individual producing 
as much goods as possible] unless there is a general movement in the di- 
rection of maximmn production.” Explain. 

25. “From the purely selfish point of view, restriction of output may often be a 
wise practice to follow.” ^^^ly? 

Befebences for Further Beading 

Brace, J. D., Production Economics, New York, Henry Holt & Company, Inc., 
1926. 

hlARSHARi., Alfred, Industry and Trade, London, Macmillan & Co., Ltd., 1920. 
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inff goods, and titeir rates are more likely to be based upon cost of service 
than upon what the traffic will .bear* Unlike the railroads, motor and 
water carriers do not often have a monopoly, with respect to a large p 
of their traffic, and are unlikely to practice ascrimination and ch^ge 
orbitant rates. FinaUy, motor and water carrifers can more readily ad* 
just thdr facilities to increases or decreases in the volume of current 

Th 4 e considerations suggest that the regulation of r^, motor, and 
water 'carriers in exactly the same ways and to exactly the same ^ent 
would fall short of the stated objective of fairness and imparbahty m 
regulation. However, it does not follow that motor and 'vater c^em 
should be unregulated. The failure to regulate Am would be unfau to 
Ae railroads, aS^would neglect Ae mtereste of Ae coun^ as a whole, 
smce motor and water carriers serve Ae public, enjoy pu^c 
and make use of public properly. Moreover, it does not foDow Aat motor 
and water carriers should not be controlled by the same commissio 
wWch controls Ae railroads. Unification and centolization of g^^n 
Aasingle commission may be desirable, even Aough Aere should be 
differenL in Ae nature and extent of regulation as beriveen types of ^ 

Govemmentel Ownership and Opera^n of Ae R^i^oa A. 

. -There are many people who believe Aat Ae railroad problem be 

solved under a system of regulation, and that Ae fe^i^ g^foinator 
should take over and operate Ae raAoads. Indeed, former Coordma 0 

Eastman himself suggested Aat gov^ental 

may eventuafly be Ae best solution of our'railroad proble^ ^se who 
hoH this view^dvance many arguments in its support In fte ^ phw 
■ it is said that under governmental owne^p. and opmaUen 
ave rvDuld be efflciem transportation and the promotion of *1“ 
STiather than private ^ts. It vmnld only be ^ 

railroads to he self-siilaiiiing nnder governmental oporatum; md pmfe 
^ ma&“ ^ be nsed for the benefit rf the general pubhe or to- 

to nd^i to railroad nsers in the form of 
™a?Sifer serviee, or freedom frern Uber dispute thron^r the pay- 

"t^eStoS t tolSdTte management of the rail- 
ri^vould be L efficient under, 
tion as nnder private manapment-ri 
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We have made several references in preceding chapters to the useful- 
ness of money in facilitating the process of exchange. We shall now go 
into the subject at greater length, describing the nature of money and 
explaining the functions it performs in a highly developed economic 
society. 

Money in the Untted States 

Since most of our illustrations will be drawn from monetary practice 
in this country, it will be helpful to have before us a list of die several 
kinds of money that play a part in our monetary system. They are as 
below; 


TabIiE S3. — ^Emos and Quantities of Monet in the United States* 


(July SI. 1941) 


Gold 

Gold certificates 

Standard silver dollars 

Silver bullion 

Silver certificates 

Subsidiary silver 

Minor coin 

United States notes (greenbacks) 

Federal Reserve notes 

Federal Reserve bank notes 

National bank notes 

Total 


$22,074,070,987 

(20,370.088,003) 

647,077,810 

1,443,637,440 

(1,919,711,446) 

455,430,624 

202,039,173 

340,081,010 

7,191,079.376 

20,390,189 

160,970,270 

$33,032,497,790 


Many people who have been using American money for years are 
surprised to learn that we have so many kinds of acceptable currency. 
A few words of explanation about each of these items will help to clear 
up the situation. Separating the items into two groups (metaUic money 
and paper money), we shall examine them briefly. Our new grouping 
gives us the following outline: ' 

* From Circulation Statement of United States Money-Jultj 31, 1941, issued by the 
United States Treasu^ Department. Tlie figures in parentheses are not induded"in the 
total, since they are included in other items in the table. Omitted from tlie table are 
treasury notes of 1890, which are included in the government statement but "are being 
canceled and retired on receipt.” This item is of slight importance, amounting to lit 
ue more than one million dollars. ' ° 
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be paid if the railioads should make tibe feir rate of return on their in- 
vestment that was prescribed by the Commission, In other words, a 
saving could be realized through forsaking the profit motive, if efficiency 
of management could be maintained; 

The question of efficiency of management is crucial. The arguments 
advanced above, supporting the view that governmental o\vnership and 
operation wotild be ^cienl^ are all sound enough, but th^ leave out of 
consideration one very important factor— the human element in manage- " 
ment. From a mechanical point of view, the railroads under governmental 
ownership would be organized in the form which appears most con- 
ducive to efficient operation; but what about the managers in charge of 
railroad operation? It might be difficult to find men of sufficient ability 
to manage a national railroad system successfully, for the railroad in- 
dustry as a single unit would make the largest present industrial concern 
appear as a mere dwarf by comparison. Even if diese. “super-managers” 
exists it is doubtful whether they would be chosen under our govem- 
' mental system, in whidh political motives usually appear to control ap- 
pointaients-at least in part. If the right men were found by some method 
. or other, would the government pay salaries high enou^ to attract them 
into the railroad service? Finally, if satisfactory managers could be at- 
tracted to the railroad industry, it is doubtful whether they would work 
as hard to hold down a job furnished by the government as one under 
private control of the railroads where their positions and salaries were 
dependent upon the results produced for die stodcholders. Unless some 
way could be founcLto control satisfactorily the personal element in rail- 
road management under government ownership, it appears that adequate 
service at reasonable rates might more readily be attained under regu- 
lated private management^ 

In connection with the question of efficiency of management, it has 
been asserted that, if tiae government had owned and operated the rail- 
roads during the years from 1930 to 1935, it would probably have incurred 
a railroad deficit of $10,000,000,000. The railroads under private manage- 
ment reduced operating expenses sharply during the depression years, 
while the government probably could not have done so, because of 
•pOhtical prrasure. In 1933, operating expenses for our railxoadS were 73 
per cent of gross earnings, but operating expenses were 105 per cent of 
gross earnings in Germany, 107 per cent ni Belgium, 112 per cent in 
Norway, 114 per cent m Denmark, 118 per cent m France, and 119 
per cent in Italy,“ In these foreign countries all or part of the railroads 
were owned and operated by the government prior to the Nazi invasion. 


^For a fliorough and impartial discussion and offier points ootwming 

governmental ownership and operation of the see Elioymes, 

mhmu Transportation, New York, The Macmdlan Qjmpany, 1924, pp. 499-544. 
Rsiltcat/ Age, Aprfl 18,- 1938,- p. 699. 
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I. Metallic Money: 

A. Cold bullion 

B. Standard silver dollar 

C. Silver bullion 

D. Subsidiary coin: 

1. Silver: 

a. Half-dollar 

b. Quarter-dollar 

c. Dime 

2. Other metals (minor coin): 

a. Five-cent piece (of copper and nickel) 

b. Cent (of copper, tin, and zinc) 
n. Paper Money: 

A. United States government obligations: 

1. Gold certificates 

2. Silver certificates 

3. United States notes (greenbacks) 

B. Bank obligations (guaranteed by United States government): 

1. Federal Reserve notes 

2. Federal Reserve bank notes 

3. National bank notes 

Gold Bullion.— Gold is the basis of the monetary system of the United 
States, and every piece of money, wheflier metallic or paper, is measiured 
nominally in terms of the "gold dollar." Prior to 1934, the dollar was 
defined as 25.8 grains of gold nine-tenths fine. But the Gold Reserve 
Act of 1934 authorized the President to reduce die gold weight of the 
dollar by not less than 40 per cent or more than 50 per cent; and on 
January 31, 1934, President Roosevelt by proclamation changed its weight 
to 15 5/21 grains of gold nine-tenths fine. The term “nine-tenths fine” re-, 
fers to the purity of the gold bullion, and means that it consists of 900 
parts pure gold to 100 parts of copper alloy. 

The gold coin which circulated in the United States before the pas- 
sage of emergency banking legislation in 1933 actually contained 25.8 
grains of gold of this degree of fineness, for every dollar of face value. 
But gold coin and gold birllion, as well as gold cerdficates, were “called 
in” by the President of the United States, by authority of the Emergency 
Banl^g Act of March 6, 1933. Monetary gold did not circulate exten- 
sively in the United States even before that date, but was used chiefly 
for bank reserves and for the payment of balances arising out of inter- 
national trade. It has now been wholly removed from domestic circula- 
tion, the gold coin reduced to bullion, and the total stock is now held- in 
the United States Treasury as security against outstanding issues of 
United States government paper money. However, it can still be obtained, 
in quantities and at times approved by the Secretary of the Treasury, 
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The BAiuiOAPS, .which were discussed in the preceding chapter, are re- 
garded as public utilities by some writers, while others, though admitting 
diat railroads are “public utilities” in many essential rejects, prefer to 
treat them separately. This separation makes for convenience in discus- 
sion, for the railroads have been regulated very largely by the federal 
government while the control of the public utilities has been carried 

on* almort' entirely by the statfe governments.’ 

The Natube of Public Utojiies 

Natural M6nopoIies.-It is not easy to draw up a complete list of public 
utilities, since the items included under this heading change from toe 
to time. Among the activities which have been classed as public utilities 
at one toe’ or another are street railways; water, gas, eletrtric, telephone, 
•and tSegraph companies; steamship lines; grain elevators; and stock- 
yards-in addition to the railroads, '^en used in conducting such ac- 
tivities, private property is no longer strictly private, because in such uses 
it becomes “affected with a public interest. * ‘ 

• What is it that causes a business to be classed as a public^utihtyj 
One thing is the possession of the characteristics which inake it a natiOT 
monopoly.” A natural monopoly is a type of business in which competition 
usually results in duplication of equipment and great waste. Imagine, or 
example, the waste which would occur if a city were served by tivo com- 
peting street railway syst^s, wth duplicate trades throughout me to'™* 
and dupKcate rolling sto<^ power lines, and operating personnel. Each 
of tose companies might be confidently expected to have a WghCT cost 
of* production per unit of service than the cost would be if a smgle 
transportation company were operating in this dty. ... 

' Most public utility businesses require a huge original mv^ent m 
plant and equipment, and have large fixed or overhead costs. Such busi- 
nesses enjoy increasing returns as they, increase the yolurne of busings 
transacted with a given amount of productive facilitie^ since me adm- 
tional business increases only operating costs, and not feed costs, while 
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for use in international trade. Despite the fact that gold no longer cir- 
culates as money in this country and that other forms of money are no 
longer redeemable in gold, the dollar continues to be defined as a speci- 
fied amount of gold, and tliis amount is at present 15 5/21 grains nine- 
tenths fine. 

Standard money is money which contains the amount of metal neces- 
sary to make its value as bullion exactly equal to its value as money. 
Since gold coin and gold bullion have been the only forms of money in 
our monetary system hawng a bullion value exactly equal to their money 
value, they have constituted the only strictly standard money we have 
had. The restrictions that were placed upon the use of gold in 1933 have 
brought about a situation in which there is no standard money in general 
circulation in this country, though there is a large stock of gold bullion 
in the United States Treasury. 

Standard Silver Dollars.— Our so-called standard silver dollars are a 
relic of the bimetallic period of the country’s monetary history, when the 
silver dollar, as well as the gold, was equally valuable as money and 
bullion, and was therefore genuinely “standard.” The silver dollar con- 
tains 412.5 grains of silver nine-tenths fine, and is now worth as bullion 
only about 26 cents. This being the case, it might properly be placed 
under the classification of “subsidiary coins,” which will be dealt with 
in a later section; but we have followed the time-honored custom of 
giving the silver dollar a separate heading. 

Silver dollars pass freely from person to person in certain parts of 
the country, particularly in the Far West, where they seem to enjoy 
higher favor than paper dollars; but, because of their weight and bulk, 
they are extremely unpopular in some sections of the United States. Of 
the 547 million silver dollars in existence on July 31, 1941, only 54 mil- 
lion were actually in circulation. The others were held in the Treasury, 
and silver certificates circulated in their stead. 

Silver Bullion.— This item is of recent origin, having arisen almost 
wholly out of the operation of the Silver Purchase Plan, which ■will be 
described later in the chapter. We shall see that the government can 
make about $1.80 worth of silver coin from every dollar’ s worth of newly 
mined American silver bullion that it buys. Hence, the purchase of silver 
leads to a large “profit” to the government, and has led to the accumula* 
tion of silver bullion. This stock of silver (which may be expected to 
increase materially with the passage of time) may later be put into 
circulation through coinage or through the medium of silver certificates. 

Subsidiary Coins.— Subsidiary coins are issued by the government be- 
cause of the need for coins smaller than a dollar in a host of everyday 
transactions. Silver is used for the coins of larger values, such as the half- 
dollar, quarter-dollar, and dime. Its use in coins of lesser .value than 
the dime Would result in pieces of money so small as to be extremely 
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have been loat or deatroyed. '’^^“aJUead of Lb. 

originally acquired proper^ be construed to be the par value 

should the onginal cost of fee proper^ 

of the stock given, or an ^ out competitors, either 

some time in its career, a comply .-„,rities and in order .to be 
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rid of the competitors, paid an excessiv p gctuaU^paid or only 
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inconvenient Consequendy, the five-cent piece and cent (which are 
often called %iinor coins” or “tokens”) are made chiefly of copper. 

Like the silver dollar, subsidiary coins are much less valuable as bul- 
lion than as money, and consequendy are not standard money. 

Gold and Silver Certificates.— Gold certificates bear a close relationship 
to gold coin and bullion, and silver certificates to standard silver dollars, 
since they are issues of paper money certifying die actual deposit of the 
gold or silver, as the case may be, \vidi the Treasurer of the United 
States. The gold certificates are rather closely held by the Treasury and 
Federal Reser\'e banls, and of the total of some 20 billion dollars’ worth 
in existence only about 62Ja millions are “at large.” Even these are not 
actually in circulation, but probably have been destfoyed, mislaid, or 
are in the possession of those who do not know, or have disregarded, 
their legal obligation to turn these certificates over to the United States 
Treasury in exchange for other money. Prior to 1933, gold certificates 
were redeemable in gold upon demand, but they can now be redeemed 
only by Federal Reserve banks at the discretion of the Secretary of the 
Treasury. Furthermore, they are redeemable orJy “for uses authorized by 
law.” 

Silver certificates are allowed to circulate much more freely. About 
12 per cent of all silver certificates are held by Federal Reserve banks, 
the other 88 per cent (or about 1 2/3 billion dollars’ worth) being used in 
everyday business transactions. Moreover, they are readily redeemable at 
the Treasurj'^ in silver dollars. 

United States Notes (Greenbacks).— United States notes, which are bet- 
ter known as “greenbacks,” are a government obligation which dates 
back to Civil War times. Issued in 1862, they had for a time a value of 
only 35 cents on the dollar. From 1879 to 19^ they were convertible into 
gold, and the Treasury maintained a fund of about 156 million dollars 
in gold for the redemption of these notes. Relatively few, however, were 
presented for redemption, and they circulated quite as freely as any other 
American money. The gold redemption fund referred to above is still 
intact^ but is not being used for paying off these notes. However, United 
States notes are redeemable in lawful money at the Treasury. They are 
ah interesting example of inconvertible paper money made convertible 
into gold, and later declared inconvertible'. 

Bank Notes.— The several kinds of paper money that have been de- 
scribed up to this point are issued by the Treastuy and are obligations of 
the United States government. Bank notes are also obligations of the 
government in the sense that their redemption in lawful money is guar- 
anteed, but they are issued by national banks and Federal Reserve banks, 
and not by the government itself. 

• Nation^ bank notes are promises to pay to the bearer in “lawful 
money” the full face value of whatever notes a given bank puts into 
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tion reserves and is accumulating a reasonable smplus, and whether its 
operating and maintenance ej^enses are being increased or decreased 
under' current business conditions~and only then are they ready to hand 
down a decision in a rate case. The commission mahes no attempt to give 
the public utihties a particular percentage rate of re^ on the value 
of their properties, but tries merely to control rates so that the com- 
panies may pay di’ridends high enough to Ice^ the value of their stock 
above par and penooit the companies to market additional securities, when 
necessary, at not less than par. This plan seems to have much to rec- 
ommend it, hut its standing, in the li^t of past utility dedaons of the 
Supreme Court, is uncertain. 

.The Success of PuhHc UtiUty ReguIation.-It was nerassai}' for Ac-state 
governments to delegate Ae regulation of public utilities to public util^ 
commissions, for direct regulation by state legislatures would scarcely be 
feasible. But it must be admitted Aat commission regulation has not been 
enAely satisfactory. .This may be accounted for in part by Ae fact Aat 
Ae commissions have been set to work sohAig problems for which there 
are no wholly satisfactory solutions. Some commissions have been given 
adequate powers and ample expert assistance, so that Aey have been 
able to operate successfully, but Ae reverse is true in many c^es. 

Many conditions among public utilities whidi Ae commissions were 
expected to ranedy have continued to exist They have often been unable 
to prevent utiHty companies from inflating or %vriting up Ae value of Aeir 
assets, or from selling securities amoimting to much more Aan Ae ag- 
gregate value of Aeir assets. Indeed,.it is probable Aat total overcagal- 
iaation in Ae public utility industry runs into billions of dollars. \VIule 
Ae commissions have usuaHy discounted to some extent Ae claims of 
public utilities wiA respect to Ae value of Aeir properties, it is never- 
Aeless true Aat Ae official valuations of Aese properties have. often 
greatly exceeded Ae amount of Ae actual investment- A fair rate of re- 
Ixm L an excessive valuation is equivalent, of course, to an excessive 


rate of return on a feir valuation. r 

Even if Ae valuation were perfect and Ae rate of return fair, Ae rom- 
m6n stockholders of a utility company might still receive an unduty high 
return on Aeir inVeAnent, because of Ae low fixed rates of return to 
holders of bonds and preferred stock. \Vhen Ae valuation is ^cesnve 
and Ae fair rate of return represents a very high return on total ^al 
investment; Ae eammgs of common stoc^olders on Aeir 
may run to W or five times Ae nominal fair rate of ret^. It is troe, 
also, Aat commissions have been unable to prevent excessive discrimina- 
tion betiveen different classes of customers. Of course, no one conten^ 
Aat all customers should be charged Ae same rates for (say) electncity, 
regardless of Ae amount of power used or Ae hours at which Aey me 
it,\ut electric companies have been khONvn to seU a large part of Aeir 
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circulation. They have been issued by national banks which have de- 
posited witli the Treasurer of the United States registered government 
bonds of specified issues up to 100 per cent of tlic note issue, and in ad- 
dition a redemption fund of lawful money amounting to 5 per cent of tlie 
par value of the notes issued. National bank notes are redeemable in law- 
ful money at the Treasury or at the bank that issued them. Since August 
1, 1935, they have been disappearing from circulation. As of that date, 
the Secretary of die Treasury called in tire government bonds on the 
basis of which national bank notes were issued, and tlius made it un- 
profitable for the banks to keep die notes in circulation. Several hundred 
million dollars’ wordi have since been redeemed, and yet on August 1, 
1941— six years after die retirement of the bonds by the Treasury be- 
came effective— national bank notes to the amount of 150 million dollars 
were still outstanding. Presumably, this form of paper money will be- 
come progressively scarcer, and eventually disappear entirely. 

Federal Reseroe hank notes differ slighdy from national bank notes in • 
their nature and conditions of issue. One difference lies in die fact that 
the note issues of Federal Reserve banks are not limited, as are diose of 
national banks, to the amount of the issuing bank’s capital. A second dif- 
ference is that Federal Reserve bank notes may be issued not only on 
the basis of government bonds, but also widi any direct obligations of die 
United States, or with approved commercial paper up to 90 per cent of 
its face value, as security. It was die intent of die Federal Reserve Act 
of 1913 that Federal Reserve bank notes should gradually replace na- 
tional bank notes, the latter being retired from circulation. But this 
change has not taken place to any appreciable degree. Tlie national bank 
notes are being replaced, rather, by Federal Reserve notes, which are 
issued on a different basis from Federal Reserve bank notes. At present, 
the total face value of Federal Reserve bank notes is about one-seventh 
of the total face value of national bank notes. Federal Reseiye bank notes 
are redeemable in lawful money at die Treasury, and at the Federal 
Reserve bank of issue. 

Federal Reserve notes, despite their similarity in name to Federal Re- 
serve bank notes, are issued on very different terms. They will be de- 
scribed in detail in a later chapter, but it may be mentioned here' that 
prior to 1933 tjiey were secured, up to 100 per cent of their issue, either 
by gold or by a combination of gold and commercial paper. In the latter 
case, it -was required that at least 40 per cent of the total should be gold. 
Since the passage of the Emergency Banking Act in 1933, direct obliga- 
tions of the United States may be substituted for eligible commercial 
paper if such substitution is approved by the Board of Governors of the 
Federal Reserve System, and gold certificates are now used as security 
in place of gold. Commercial paper, it should be added, consists of notes, 
drafts, and other paper obligations arising out of commercial transac- 
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organizations to supply service to fanns,-and to small communities which 

could not themselves support public utilities. 

It would seem that, if' there were ao offsetting disadvantage* &e hold- 
ing company v/ould be the fairy godmother of the public utility indus^, 
transforming, as by a wave of the wand, inefficient, high-cost operating 
companies into efficient, low-cost enterprises, and furnishing mMageria^ 
and other services, materials, supplies, and capital to the operating com- 
panies on most reasonable terms. Without Ae holding company, it might 
be argued, many of our public utilities would be unable- to operate, or 
could continue in business only by charging higher rates than at present. 
Why should anyone want to destroy or regulate so useful an organizationr 
But there is, unfortunately, another side to the- picture. 

The Pyramiding of Holding Companies.-If operating companies may 
enjoy these several benefits through the device of the holding company, 
it would seem that most of these advantages oould be realized tluough 
the assistance rendered by a first-degree, or at most by a second-de^ee 
holding company. But our holding company systems have not stopped at 
the serond degree. Many of them have at the top a holding ^mpany 
which is several times removed from the operating companies in its fields. 
According to a weU-known writer on financial organization; 


Out in Oregon, you find a litde company called the Yawhffl Electric ^m- 
nanv It belongs to the Portland General Electric Company. But die Portlmd 
Company belings to the Pacific Northwest Public 
might be thought to be the parent org^ton. It contols the 
of Pordand, the gas company in Seattle, and ^eet railways and othw udhty 
c omp a niftg jn varfous toivns. But this is not the end of the maz^ The l^t 

named company belongs to the V^a’^S’th^ ta 

nwns other udh^ systems in Dela^va^e, Maryland, and Virgirua. And that in 

hZ beb?® to A? Central Public Uri% Corporation, which mvns vamus 
cTpSlTvl a utilities i Xr-, 0 * of eoWpto 6om 

not a» end. The Cento! Publie atllilf Corporation is Md 
byt^L^SiSg »mpany ealled the ^h<d 

Mnine- mid the Lower St. 



or more state^ sn^a m support these weird structures 

this should not be considered an exceptional ^se, for it « 
that, in some pubUc utility systems, the top holdmg ^ 

fourteen stages removed from the actual operabng companies. As to g 

T. Flynn and P. H. -Gadsden, ‘The Holding Company Bill," Forum, and 
Century, May, 1935, pp. 259-265. 
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tions. These items also will be dealt with later. Federal Reserve notes 
are redeemable in lawful money at die Treasury or at any Federal Re- 
serve bank. They comprise approximately 70 per cent of all United 
States money actually in circulation— that is, outside the Treasury and 
the Federal Reserve banks. 

Convertibility of Paper Money.— We shall now examine several points 
of difference as between representative, convertible, and inconvertible 
money, wth illustrations dra^vn chiefly from monetary experience in 
the United States. 

Representative money is a receipt for, and promise to return upon 
demand, a specified amount of metallic money which has been intrusted 
to a responsible public authority, by whom it is to be held until called 
for. Thus, United States silver certificates are receipts for, and claims 
upon, silver that has been deposited with the Treasurer of the United 
States. 

Silver certificates have frequently been classified as convertible money, 
and rightly so up to 1933, since, thou^ they were directly redeemable 
only in. silver, they were indirectly convertible into gold. Now that gold 
redemption of paper money has been suspended, it is no longer correct 
to say that silver certificates are convertible. Another characteristic of 
silver certificates is that they are backed, dollar for dollar, by the actual 
silver in ^yhich they are redeemable. Moreover, they are used purely as 
substitutes for metallic money, and not (like bank notes) as devices for 
increasing the amoimt of currency in circulation. As we have already ob- 
served, they have the advantage of being more convenient in handling 
than the metal, and their use prevents wear and tear on the coins them- 
selves. 

Prior to the recall of gold from circulation in 1933,- gold certificates as 
well as silver certificates were representative money, since gold certifi- 
cates were actually backed by and were redeemable in gold at the 
Treasury’’. They still have a doUar-for-doUar backing in gold, but the gold 
for which they call is no longer obtainable upon demand. Consequently, 
gold certificates do not now rate as representative money, but come im- 
der the heading of inconvertible paper money. 

Convertible 'Paper Money.— The convertibility of paper money rests 
upon the maintenance of an adequate reserve which may be drawn upon 
if redemption is demanded, and upon legal provision that the money 
shall be redeemed upon demand to the proper authorities. All of the 
paper money in use in recent years in the United States was, up to 1933, 
•convertible into gold, eidier directly or indirectly. But so ample were 
the reserves from which redemption could be made that there was seldom 
an extensive demand for standard money in exchange for paper; for, 
strangely enough, the redemption of paper money is seldom desired 
imless there is fear that redemption, if requested, -will be refused. 
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* Those in charge of the topmost holding company control die affairs of 
the subsidiary holding companies and die operating companies as well 
Th^ have the power to appoint, direcdy or in^rectiy, presidents and- 
managers for the operating companies and determine their salaries. Often 
they have appointed themselves or their associates as officials of the sub- 
sidiary companies, at very choice salaries and occasionally ivith generous 
arrangements for pensions in their old age. Funds for these purposes came, • 
of cb^e, from the payments made by consumers for the services of the 
operating utility companies. 

Moreover, the men in control of the highest holding company often 
owned other comjpanies which sold machinery, equipment, materials, and 
supphes, of the types required by the operating companies, or sold con- 
struction and engineering services. Hence, they were able to sell the op- 
erating companies commodities and services at virtually whatever prices 
they chose to charge. If, for example, the manager of a small electric com- 
pany needed (say) a new dynamo for his plant, he would submit the mat- 
ter to the manager of a holding company in aiiother jplace. The holdmg 
company manager would tell him whether he could have the mon^ for 
the operating company, how much he could have, just what he should 
buy with it, from whom he should make the purchase, and what price he 
should pay. This wuld often-resuit in the equipment being ptn^^ed 
from a company o\vned by the men at die top, and at a price which they 
themselves fixed. If this company charged the local operatmg company 
too miich for the equipmqnt, nobody but the insiders would be any the 


wiser. 

In these and other- ways, those in control of a holding company s)'Stem 
could often find ways to line their pockets wthout sharing the income of 
subsidiary companies with other people. The practice of charging ex- 
orbitant prices to operating companies for macbinery and equipment was 
important not only from the point of view of “milkingf’ the operatmg 
companies, but also because the rates the operatmg coymes w^e al- 
' lowed to charge were usually detenHined by public utility commissions 
on the basis of permitting these companies to a fair rate of return on 
the cost of the property of the companies used and ^eful m 
service. Hence, the Tates paid by consumers might be unduly ^gh be- 
cause of the* high prices paid by operating compames for equipment 
Finally, it will be recollected that a major claim for fhe holdtog company 
is that it makes it possible for the operating compames to Jtain capital 
which they themselves might not have been able to atfract. However this 
process has sometimes been reversed and the operatmg compani^ haw 
been compelled, to their detriment, to make upstream loans to their 

the Control of LegislatiDn.-We must mention, ako, 
as an-L! related to holding companies, the extent to which these corpora- 
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It was this fear which, in the great depression following 1929, gave 
rise to such unprecedented demands for gold in place of paper money 
that tlie privilege of redemption in gold was withdra\vn in 1933. The 
metallic backing of our paper money, while more than adequate to meet 
the demands of normal times, has never of course been sufficient to per- 
mit the redemption, in gold or silver, of all paper money outstanding. 
The payment of gold and silver certificates was fully assured by the 
maintenance of a 100 per cent deposit. Gold to the amount of 43 per cent 
was held as a reser\'e against the outstanding United States notes, or 
greenbacks. National bank notes and Federal Reser\'e bank notes had 
a monetary backing of only 5 per cent, which might or might not be 
gold. And die metallic security of Federal Reserve notes was usually 
only a 40 per cent deposit of gold. In the -final analysis, convertibility 
means redemption in gold if gold is demanded. But we have never had 
a sufficient stock of gold to permit the redemption of all kinds of money 
which the government had promised to redeem in gold. It is apparent, 
therefore, that in the face of a growing demand for redemption the only 
way to prevent a collapse of the monetary system was to withdraw, at 
least temporarily, the privilege of converting paper money into gold, the 
standard money of the United States. 

Inconvertible Paper Money.— Inconvertible paper money is currency 
which has no value in itself and is not redeemable in standard, coin, but 
circulates only by audiority of government. According to one well- 
known writer, inconvertible money is used ‘Taecause the people have 
no better money, and the quantity is so limited tliat its evils do not yet 
appear, or because the government is strong enough to compel its citizens 
to accept the paper.”® Inconvertible money (or “fiat money,” as it is 
often called) is usually made legal tender; this fact and the confidence 
that people have in the promises of their government are sufficient ex- 
planation of the acceptability of a money that cannot be redeemed in 
coin or bullion. 

Fiat money is most often issued in time of great emergency, such as 
war, when the printing of money appears to be the easiest way (and 
sometimes, indeed, the only way) to secure funds with which to meet 
necessary expenses. The Civil War was responsible for the issuance of 
greenbacks, and the first World War brought upon European coun- 
tries a veritable deluge of fiat money. Inconvertible money sometimes 
becomes convertible, as was the case with the greenbacks after an in- 
terval of seventeen years. But Russia, Germany, and Austria printed 
paper money in such tremendous quantities in order to meet war and 
post-war needs, that redemption was out of the question and the notes 
were repudiated. France, facing a problem that was similar but not so 
serious, chose to “stabilize” the franc at a fraction of its former gold 

* David Kinley, Money, New York, The Macmillan Company, 1904, p. 332. 
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that are constructed are equipped to produce pwver, wWdi 

be marketed in competition with the electricity sold by the P^^jte u^ty 
eompanies. In the fiscal year 1939, total sales of electnaty by the TA .A. 
amounted t6 1,618,286,752 Idlowatt-hours, a total revenue of $5,- 
445 198 or 3.36 mills per kilowatt-hour “ It is frequently contended that 
the’priiiary purpose of the T.V.A. is to produce and seU electnc power. 
AccSriing to T.V.A. authorities, however, this is but one pu^ose among 
xnany. olier interests are flood control, the 

the production of fertilizer and explosives, and the rdiabihtabon of agn 

”^dams permit flood waters to be stomd up in ^eat 
said that they have already prevented milhons of dollars worth of dam 
age along thi Ohio and Mississippi Bivers. The T.y.A. ^ects to ha^;e a 
ine-foofwatenvay opened aU the way from the Ohio ^ver to 
Tennessee, to provide low-cost transportation for freight, and to a d the 
farmers of the area in preventing soil erosion and 
conditions generally. In so far as electric power is produ^d, it is held 
that the T.V.A. power plants are to be used as "yardsticfa, to 
how cheaply electric power can be produced and transmitted and m 
way to find out whether existing rates in the distnct are fair and “ 
sonable. It is also suggested that, if the private compames have to lo^er 
fteir i^tes for eleclJdty because of T.VA 

probably be increased so greatly that these compames ^vlll make larger 

wlSrhe erife of fhe T.V A as^ tot to pi^ 
is designed almost solely for the production and sde of 
petition xvitfa the output of private companies. They 
TV A has erected thousands of miles of transmission hues, and that it 

sires of communities and tens of a"X 

ers They point out, further, that the electnc plants of the T.V.A., when 

complete rrill produce about halt as ? V 4°'^ atrfS 

seven slates affected by the projetd and that the T.y.A. has aojmrea 

more than $110,000,000 worth of electrical faciUties from 
uanies “ Citing these facts and reports diat other projects sunilar o 

am tobe started, the crZ conclude that Ae Pri-te electncal 
. taduslry is to be destroyed, and government 

In Socating to costs of to total tot 

egmn« 

Sf faS. But erities contend tot this is an f 

mst of these faciUties. and tot to dam could have 
less if they had not been designed for to production of dectnc ^rer 
To ilhmte too Bttle to the construction of potver faahues rvould be, of 
n»li.p.676. ujw.,p.69a, »»«. pp. 683-685. 
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value. But this, in effect, was repudiation of a large part of the obliga- 
tion represented by the paper money outstanding. 

A serious diflSculty with fiat money is the grave likelihood of overissue, 
once the practice of printing this land of money is resorted to. And when 
sufBcient fiat money has been issued to serve as exchange media for 
all business transactions, fiat money alone ^vill be used. Since it is cus- 
tomary to endow such money wth the power of legal tender, it will the- 
oretically circulate on a par wth gold. But gold may be “called in” by 
the government. And even if it is allowed to remain in circulation, gold 
^vill not, in actual practice, be employed at all if an abrmdance of in- 
convertible paper money is available. On the contrary, as we shall see 
shortly in our examination of Gresham’s Law, it ^vill ^appear from cir- 
culation, part of it being used in foreign trade, where its purchasing 
power is greater than at home; part being made into articles of utility or 
ornament; and part being stored away against the time when it can again 
be used to advantage in domestic trade. 

Since 1933, the paper money of the United States has been incon- 
vertible paper money, for in that year it ceased to be redeemable in gold, 
our standard money. The fact that silver certificates may be redeemed 
in silver dollars does not alter the situation, for the terms “convertibility” 
and “inconvertibility” relate only to standard money, and silver dollars 
do not qualify as standard money since their value as money is much 
greater tiian Aeir value as bullion. 

' “Total Money” and “Money in Circulation.”— Some kinds of money cir- 
culate freely, while other kinds do not. The total amount of money of 
the United States, on July 31, 1941, was distributed as follows; 


Money held in the Treasury $19,835,272,285 * 

Money held by Federal Beserve bants and agents 3,465,142,100 

Money in circulation 9,732,083,411 

Total money in the United States $33,032,497,796 


These figures make it clear that only about 30 per cent of the money 
of the United States is being used directly in carrying on business trans- 
actions. But this does not mean that the rest of the money is idle. Gold 
and gold certificates, when held in a Federal Reserve banl^ permit the 
issuance of far more purchasing power (in the form of Federal Reserve 
notes or bank credit) than if they -were used directly for buying goods. 
By using much of our money as reserves, instead of keeping all of it in 
actual circulation, we are enabled to increase enormously the funds avail- 
able for conducting economic operations, as we shall see in the next 
chapter. 

® To avoid duplication, we have reduced Uiis figure for gold and silver bullion ao- 
tually held in die Treasur)', deducting an amount equal to the total of gold and silver 
certificates outside the Tieasurj'. Obviously, we should be guilty of double-counting 
if we included both the bullion and the certificates. 
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panies, the board of trustees could elect the officers of these companies 
and control them as a unit with respect to production and prices. The 
board would collect dividends on die securities held in trust, and dis- 
tribute them among the owners of the trust certificates. The Standard Oil 
Trust, first organized in 1879, was an outstanding example of the use of 
the trustee device. This method of organization was attacked in the courts 
of several states find was declared illegal, both as tending to create mo- 
nopolies and as an imauthorized activi^ on the part of the individual 
corporations.' 

The Extent of Early Monopolies.-RegardIess of types of organization, 
monopolies of one kind or another controlled some 40 per cent of all 
manufacturing capital in the United States in 1904. Many of these mo- 
nopolies were incomplete, some did not last long, and others turned out 
disastrously from the financial point of view; but in 1904 there were 26 
monopolies which controlled 80 per cent or more of the production in 
their respective fields. The products affected ranged all &e way from 
asphalt, bathtubs, and bicycles, at one end of the alphabet, to tin cans, 
window glass, and whiskey, at tiie other. Moreover, there were at least 8 
concerns which controlled 90 per cent or more of the production of some 
or all of the articles which they produced.^ These companies were the 
American Can Company, the American Sugar Refimng Company, the 
American Tobacco Company, the Com Products Refimng Company, the 
International Harvester Company, the National Cash Register Company, 
the Standard Oil Company, and the United Shoe Machinery Company. 
Most of these companies were able to make extremely large earnings on 


their investments. 

Modem Monopolies.~Many cases of complete, or almost complete, con- 
trol of industries by single companies exist at the present time. It is said 
that “today one company in each field controls all, or nearly all, of the 
nation’s Supply of alummum, nickel, molybdenum, magnesium, shoe ma- 
ehineiy, glass container ‘machinery, and scientific precision glass, pro- 
vides nearly all of the domestic telephone service . . and operates all 
of die sleeping and parlor cars.” * The companies involved are the Alumi- 
num Company of America, the International Nickel Company, the Climax 
Molybdenum Company, the Dow Chemical Company, the United Shoe 
Machinery Company, the Hartford-Empire Company, the Bamch and 
Lomb Optical Company, the American Telephone and Telegraph Com- 
pany, and the Pullman Company. , „ r , , t 

In other cases, “pairs” of firms control all or nearly all of the supply ot 
certain economic goods. Examples are die Western Union Telegraph 
Company and Postal Telegraph, Inc., in the domestic telegraph service; 


iTemporaiy National Economic Committ^ Monograph No. 21. Comp^ifion ewd 
Uonopo^^merxcan Jnd«5fnj, Washington. Government Pnnbng Office. 1940, p. 60. 



26 


ECONOMICS: PRINCIPLES AND PROBLEMS 


The Natthus of Money 

With this picture of the kinds of United States money as a background, 
we proceed to a consideration of the character of money and its use 
in present-day economic life. 

Attributes of a Satisfactory Money.— Money may be defined as any- 
thing that serves as a standard of values, or is generally acceptable and is 
used primarily as a medium of exchange. Tlie traditional definition of 
money— “anytliing tliat serves both as a standard of values and a medium 
of exchange”— has not applied to United States money since April 5, 
1933. For gold has not been allowed to circulate in this country since 
that date, and is therefore no longer a medium of exchange, tliough 
it still serves as a nominal standard of values. Hence, we have modified 
the traditional definition of money to meet tlie needs of the American 
situation. Gold still qualifies as money because it scr\'es as a standard 
of values; and otlier kinds of money fall within the limits of the defi- 
nition because they are generally acceptable and are used primarily as a 
medium of exchange. Acceptability is the prime essential of a good 
money, and this quality depends, in turn, -upon a number of otlier at- 
tributes, namely, portability, durability, uniformity, divisibility, cogniza- 
bility, and stability of value. 

Many commodities have been used as money in die past, but have 
been discarded for this purpose because tliey failed to possess one or 
more of these attributes. Tobacco, which was quite generally used as 
money in colonial Virginia, was too bulky and heavy to be readily port- 
able; and it also lacked stability of value, for its purchasing power de- 
pended upon the size of the total crop, and this varied greatly from year 
to year. Cattle and sheep, though used by pastoral tribes, are not easily 
divisible, nor are they at all uniform. They could not, therefore, be used 
in small transactions, and values could not be expressed accurately in 
terms of these animals because of differences in size, weight, and quality. 
Com and wheat have served as money at times, but are unsuitable for 
several reasons, one being tiie absence of durability, since grains are 
subject to deterioration. Precious stones also have been used, but they 
are deficient in cognizability; that is to say, it requires an expert to tell 
whether they are genuine or spurious. 

The influence of these attributes upon the acceptability of money 
should be fairly obvious. If a commodity is easily carried about (portabil- 
ity)* If gives promise of lasting for a long time (durability), if a unit is 
like every other similar unit in value (uniformity), if the standard unit 
is separable into smaller units for use in minor transactions (divisibility), 
if every unit is marked so that its genuineness and value are apparent 
to the average person (cognizability), and if its purchasing power does 
not fluctuate greatly from time to time (stability of value), then-but 
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existence of holding companies, this device is not automatically illegal, 
as was the old trustee device. 

Mergers.— The merger is somewhat similar to the holding company. 
While the holding company controls several business firms through se- 
curity ownership, the merger exercises the same control through holding 
the physical properties of the various firms. In some instances, several 
corporations lose their identity in a new corporation which is organized 
to manage all the properties of the old firms. In other cases, one of the 
old corporations remains in existence and the others are merged in it. 
Like the holding companies, mergers are not illegal in and of themselves. 
The existence of one or more holding compam'es or mergers in a particular 
industry does not necessarily mean a condition of efFective monopoly. 

Price liCadership.— Price leadership is an informal method of control. 
In industries in which the firms have heavy fixed costs, price-cutting is an 
extremely dangerous practice, especially if consumers can readily post- 
pone their purchases. Each of the large companies knows that a price 
cut on its part would be swiftly followed by similar cuts by odier large 
competitors, to the detriment of all companies concerned— and so prices 
tend to be maintained by the large companies, with some one company 
serving as the price leader. The numerous small compam'es which may 
exist in the same industry usually follow faithfully the price leadership 
of the large company or companies, either because they fear reprisals if 
they cut prices or because they believe their economic welfare wU be 
enhanced by following the leader. In such industries, price changes sel- 
dom occur, and when they do occur are introduced by all firms at about 
the same time. Evidences of price leadership have been found in indus- 
tries producing anthracite coal, packer cans, com products, fertihzer, 
canned salmon, industrial alcohol, steel, cement, agricultural implements, 
gasoHne, non-ferrous metals, newsprint paper, glass containers, and 
biscuits and crackers.® Since price leadership involves no actual agree- 
ment or conspiracy among the firms, it is very difiScult to combat. 

Price Agreements.— When the sellers in an industry are relatively few 
they may enter into actual agreements to estabhsh and maintain uniform 
prices and terms of sale. Price maintenance may also result from the ac- 
tivities of trade associations, but we refer here to price agreement be- 
tween firms which are otherwise unassociated in their respe^ve indus- 
tries. Agreements of this kind are in open violation of anti-trust laws 
which forbid conspiracies in restraint of trade. During the past twenty 
years many court decisions have been handed doivn against firms main- 
taining price agreements. ^ „ 

Basing-point Systems.-In some industries a ^stem of "delivered pnces 
is maintained through the use of one or more "basing points.” When sev- 
eral basing points are used, all firms in a given district charge their cus- 

123 . 
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not until then— does it become “generally acceptable” and meet the needs 
of a satisfactory medimn of exchange. 

Gold, Silver, and Paper Money.— Because the articles that we have men- 
tioned above, and many others that have been used in the past, are de- 
ficient in the qualities required of a satisfactory money, their place has 
been talcen in most important coimtries by gold and silver, and by paper 
based upon these hvo precious metals. Gold and silver possess, to a high 
degree, the characteristics which are desirable in money. Of the two, 
gold has an advantage over silver because of its higher value in relation 
to bulk and weight. 

Gold, combining high value widi slight bulk, satisfies the require- 
ments of portabili^. It does not deteriorate "with the passage of time, nor 
does it wear away rapidly through handling if it is hardened by the ad- 
dition of an alloy. It presents no difficulties so far as uniformity is con- 
cerned. Though gold is readily di\Tsible, its great value per tmit of 
weight makes it imsuitable for small coins, so diat silver, copper, and 
other metals are commonly used for making units of small denomina- 
tions. '\^lien coined by a responsible government, gold is generally rec- 
ognizable. It varies considerably in value from time to time, but is more 
stable than most commodities. Silver possesses diese same qualities, 
though most of them to a lesser degree than gold; and one or the other 
of these two metals forms die nominal basis of every important monetary 
system of modem times. 

The Question of Acceptability.— Our definition includes paper money 
as well as metallic money, if only it is generally acceptable. Paper cur- 
rency is very extensively used, and passes from hand to hand as freely as 
gold and silver, whenever there is confidence on the part of the receiver 
that he ivill experience no difficulty in passing it on to someone else, at 
full face value, in exchange for economic goods. But checks, drafts, and 
certain other negotiable papers do not fall within the definition, largely 
because they la^ cognizability. A check signed by Henry Ford, for ex- 
ample, would not be generally ao^ptable because the average person 
could not be certain that the signature ^vas genuine and not a forgery. 
In like marmer, a personal note (or “promise to pay”) is not monty, 
since many persons would decline to accept it on the ground that it 
might not be paid when due. 

Legal Tender and La>vful Money.— Legal tender is money which by 
legal declaration must be accepted by a creditor in payment of debt, 
in the absence of an agreement to die contrary. The power of legal 
tender is conferred upon certain specified forms of money for the purpose 
of facilitating the settlement of obligations. A refusal to accept legal 
tender in settlement of an obligation does not mean that the debt is 
' canceled, but simply that the debtor need not pay interest accruing 
after the date on which pa}’ment in legal tender was proffered. The 
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these, 59 were active in the affairs of at least one of the corporations 
which they served.^ 

The National Eesources Committee found that compames controlling 
62 per cent of the total assets of the 200 largest non-^ancial and 50 
largest financial 'groups were members of 8 large “interest groups, 
wHch combined industrials, railroads, and pubHc utiKties ivith financial 
organizations in informal communities of interest. The so-called l^organ- 
’ First National interest group included 13 industnals, 12 public utili- 
ties 5 major railroad systems, and 5 banks. These companies had total 
assets of over $30,000,000,000. The Kuhn Loeb group included 5 major 
railroad systans, 2 other railroads, 1 utility, and 1 bank, with total assets 
of almost $11,000,000,000. The smallest of the 8 interest groups was the 
Boston group, which comprised 4 industrials, 2 utilities, and 1 bank, wim 
total assets of less than $2,000,000,000.“ There was also said to be much 
overlapping and interconnection betsveen these interest ^ups. 

ConteoUing the Govemment-That the large business and financial m- 
terests of the country are organized into pressure' groups, for the purpose 
of influencing and controlling our various governmental umte, se^s 
hardly open to question. According to a recent government sfedy, these 
pressure groups include such organizations as the 

of the United States, the National Association of Manufacteers, the 
Edison Electric Institute, the Association of Life Insurance Presidents, 
the Association of American Railroads, the American Bankers Association, 
the Investment Bankers Association of America, the Amencan Iron and 
Steel Institute, the American Petroleum Institute, the Nation^ ^ber 
Manufacturers' Association, the National Coal Association. Ae Copper 
Institute, and such closely related groups as the Amencan ^ssoaatio 

and the American Newspaper Publishers Assoaabon. “ 

course, other pressure organizations representmg ^ 

other groups, but in general the forces of business and finance are better 
- organized and have far greater resources and staying . 

The methods used by pressure groups m attempting to influence ae 

government include working for “favorable” 

and other offices, and against other candidates; lobbpng 

of desirod legi^Mon ^d prevonf fte 

opposing tho adminislialive agencies Aarged mi the duty 

la™ afeting business and finance, 

7 T tr, sticTftffard the laws imtil court dea- 
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power of legal tender adds to the acceptability of money, since the per- 
son receiving it knows that it can be passed on to others in payment of 
obligations outstanding. 

Prior to 1933, .the question of legal tender in tire United States was 
a complicated one, for some forms of American money enjoyed full 
legal tender whereas others were legal tender only for certain purposes 
or in limited quantities. In actual practice, however, there has been no 
real diflBculty, since every form of our currency has been readily con- 
vertible into any other form that might be desired. But even the academic 
perplexities of the situation have now been cleared away, for by joint 
resolution of Congress on May 26, 1933, “all coins and currencies of the 
United States (including Federal Reserve notes and circulating notes of 
Federal Reser\fe banks and national banking associations) heretofore or 
hereafter coined or issued” were declared full legal tender for all debts, 
public and private. 

The term ‘lawful money” is one which we have used in the present 
chapter, and which is in common use in monetary discussion. It is a 
term which requires no explanation other than the statement that lawful 
money is synonymous with legal tender, in so far as United States money 
is concerned. The two terms may therefore be used interchangeably. 

Coinage.— The coinage of metallic money and the printing or engraving 
of paper currency are almost invariably carried on either as a govern- 
ment monopoly or under strict governmental control. This, again, is an 
arrangement that contributes definitely to the acceptability of money, 
since it guarantees the use of metals of uniform fineness, units of standard 
weight, and therefore coins which will be received without hesitancy by 
the jgeneral populace. Coins of a given value are of uniform appearance 
and are easily recognized. They are struck from excellent dies in such 
manner as to render counterfeiting difficult. Not only are they stamped 
on both sides, but the edges of the more valuable coins are usually 
sharply “milled,” as a precautionary measure against impairment of 
metal content by shaving or clipping. In the manufacture of paper 
money, fraud is discouraged by the use of special paper on whidi are 
printed or engraved intricate designs that cannot easily be reproduced 
by private individuals. 

Policies of coinage differ with different countries. Occasionally a gov- 
ernment aims to make a profit on the manufacture of money by charg- 
ing more than enough to cover the costs of coinage; this is known as 
seigniorage. More often a charge known as brassage is made, this being 
an amount just sufficient to cover the costs involved. Or the system may 
be, as it was in the United States until 1933, one of gratuitous coinage 
of the standard metal. For in this country the holder of gold bullion 
could take it to the government mint, and there have it made into coin 
without charge except for the alloy which was mixed with the pure 



MONOPOLIES 


413 


ratter brief, ttough important, document It declared illegal all contracts, 
combinations of business firms, and conspiracies, in restraint of interstate 
or foreign commerce. It made guilty of a misdemeanor every person who 
monopolized, attenipted to monopolize, or combined or conspired with 
any other person or persons to monopolize, any part of the trade or com- 
merce among the states or with foreign nations. It declared illegal all 
contracts, combinations, and conspiracies in restraint of trade in a ter- 
ritory of the United States, in the District of Columbia, or between either 
of these and any state, states, or foreign nations. The term “person” as 
used in the Act was defined as induding corporations and assodations. 

Penalties for the ^iolation of these provisions were set at a fine not 
PYW PfiiTig five thousand dollars, or imprisonment not exceeding one 
year, or both. Persons suffering damages as the result of dolations of 
the Act could sue the guilty parties in the federal courts and recover 
triple damages, plus costs. The circuit courts of the United States were 
given authority to prevent and restrain delations, by injunction or other- 
wise, upon petition of the district attorneys and after hearings had been 
held. These courts were empowered to summon viutnesses from any part 
of the country. The property of any violator, intercepted in the course of 
interstate or foreign cormnerce, was declared forfeited to the United 


States. 

Enforcement of the Sherman AcL — At first glance it u’ould seem that 
Congress, in passing die Sherman Act, had forged a powerful weapon 
for dealing with monopolies. However, the Shennan Act was quite in- 
effectual for many years, and the period of most active monopoly forma- 
tion~1897 to 1903-occurred after its enactment. This early ineffective- 
ness of die Act was attributable to se\'eral causes, including imcertaint)' 
of the exact meaning of certain parts of the law, lack of funds with which 
to enforce it, the apathy and incompetence of the attome)'-generais and 
their subordinates which led to poorly dra^\’n indictmente and inexpert 
pleading of cases, and the lack of public support. In 1893, an important 
case involving the sugar trust. United States vs. E. C. Kmght Company, 
was decided in favor of the trust in such manner as to throw doubt upon 
the federal govemmends power to deal with monopolies. The Supreme 
Court held that the government had proved only the concentration of 
industrial control in the industry and not restraint of interstate or foreign 
cKimmerce. 

A few years later, two decisions favorable to the government put new 
life into the Sherman AcL In 1899, the Supreme Court unantoously up- 
held the decision of the Circuit Court of Appeals dissoblng the pool be- 
tween the Addyston Pipe and Steel Company and five other rorporations, 
all engaged in the manufacture of cast-iron pipe, and enjouung fae p^l 
members perpetually from cari)'ing out their agreOTcnt. ^ e 
Northern Securities Company case decided definitely that the Sherman 
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go/d to give it the proper degree of hardness. Moreover, he was able 
to have it coined in unlimited quantities. This latter feature is known 
as the “free coinage” of gold. 

But gold coin is no longer a part of our monetary system, and so we 
have no. coinage of pur standard metal. Gold may now be monetized 
only through its purchase by the Treasmy, the seller receiving not gold 
coin, as was his privilege in the past, but some form of paper money in 
exchange for the bullion. Silver has not for many decades been “freely” 
coined in this country; that is, it has not been coined ( as was gold prior 
to 1933) upon the simple request of the holder of bullion. \’Vten tiiere 
has been need for more silver coins, they have been stamped from silver 
bullion purchased by the government for that purpose. 

The Functions of Money 

Medium of Exchange.— The primary function of money, as was indi- 
cated in our definition, is to act as a medium of exchange. ^Vhen an eco- 
nomic society gets beyond the stage of barter, in which producers trade 
their surplus goods directly for goods of various lands produced in sur- 
plus by others, the need for a satisi^ctory mediuin of exchange is ap- 
parent. Money, because it possesses the several attributes we have 
enumerated, is such a medium. Being easily exchangeable for commodi- 
ties which one \vishes to secure, it is readily accepted in return for goods 
that one may hold in excess and may therefore \vish to sell. Exchange 
is greatly facilitated through the agency of money, for its use permits 
the employment of middlemen, who, though not desiring to consume 
certain goods themselves, are yet willing to purchase them (giving money 
in return) and later sell them (receiving money in return). In this man- 
ner, a producer is enabled, indirectly but conveniently, to deliver his 
product to the consumer. Through the instrupientality of money, more- 
over, services may be exchanged just as readily as material goods. 

We have already noted the fact that gold has ceased to function in 
the United States as a medium of exchange. The monetary gold stock 
of this coimtry is held in the United States Treasury, and paper money 
is circulated in its stead. An arrangement of this kind is satisfactory as 
long as public confidence in the paper money can be sustained, and this 
is largely a matter of keeping the amount of money issued do^vn to a 
quantity that ^vill not raise general prices unduly. But the acceptability 
of paper money does not ordinarily extend beyond the boundaries of the 
coun^ of issue. Consequently, the settlement of balances arising 
through international trade (a subject which \vill 'be treated in a later 
chapter) is made in gold on the basis of weight 

Standard of Values.— Money serves also as a standard of values, which 
is merely another way of saying that it provides us with a common de- 
nominator in terms of whidi all other commodities mav be expressed and 
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contracts. Because of the popularity of the holding company device, the 
Act spedficaUy provided that holding companies were illegal if their 
effect was to lessen competition substantially in any industry, to restrain 
commerce in any section or community, or to create a monopoly in any 
line of commerce. It ^vas also provided that, after 1916, no person should 
be at the' same time a director of two or more corporations engag^ra 
commerce, other than banks and common carriers, any one of vjich had 
a capital, surplus, and undivided profits of more dian $1,000,000, if such 
corporations were, or had been, competitors, so that the elimination, by 
agreement, of competition betNveen the firms would constitute a viola- 

tion of the anti-trust laws. r, t t,. 

Violations of the anti-trust laws by corporations were thereafter to be 
considered as Violations by the directors or o&er officers who were re- 
sponsible for tie fllegal activities, and these officials were to be subject 
to the penal provisions of the anti-trust laws. Labor orgamzabons and 
certain types of agricultural associations were exempted from the prow- 
sions of the anti-trust laws. Responsibility for the enforcement of these 
laws was vested in the Federal Trade Commission for mdustnal com- 
binations, the Federal Reserve Board for financial institutions, and the 
l2^2 Commerce Commisrion for combinations in transportah^- 
Tue Clayton Act constituted an addition to, rather than a change m, the 
anti-truit law as set up in the Sherman Act, for 
Lnopolies continued to be brought under the Sherman Art. ^ 
ton Art was also intended to be a prevenbve mea^e “ 
wth monopoly formation rather than, as in the rase of the Sherman A , 

a cure for monopolies after they had been forme . members 

The Federal 'ftade Commteion Ael.-A coammsion of five 
appointed by the Freddent. for the adnd^tive f 

iiot was created by the Fedend Tmin AJ 

to Clayton Act nna paU in 1914. The p^inpel ^ ^ 

Trade Commission were (1) the investigaboi^ and ( ) p 

Commission was em^ered to gate 

an^^pile information eoncennng the organfation, ^e s^^dn^ 
pmedcesf and r^nagement of any to 

except banks and common earners, and to *1 n,jestions It could, 
mate regular or special reports, or to ans^ f inv^gate 
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their importance in exchange easily compared. Tlie convenience of re- 
ducing all commodities and services to this common unit is very great. 
If a garden hoe exchanges for two pounds of butter, it is possible, of 
course, to express the value of hoes in terms of butter and the value of 
butter in terms of hoes. But it is more convenient to express both in 
terms of dollars, saying, for example, that a hoe is worth a dollar and a 
pound of butter is worth fifty cents. Once the standard is well established 
and universally understood, values are automatically reduced to its 
terms. Thus the statement that hoes are selling at one dollar each, and 
butter at fifty cents (or a half-dollar) a pound, is instantly and com- 
pletely comprehensible to any person accustomed to our monetary sys- 
tem. The use of a standard unit (such as the dollar) makes it easy to 
compare the values of goods to be bought and sold. 

Because money functions as a standard of values, it does not follow 
that it possesses stability of value. Indeed, we have already noted its 
deficiency in this respect; but this is a shortcoming in which all com- 
modities share, and some to a far greater degree than gold. Money is 
not, then, an unvarying standard of measurement such as the pound, 
foot, and bushel (which remain constant from year to year), but simply, 
as we have said, a common denominator in terms of which one may 
conveniently compare the values of different articles at a given time. 

However, the establishment of a monetary standard, such as the 
dollar, does fix definitely the relative values of the several kinds of 
money included in the system. A fifty-cent piece, for instance, is always 
a half-dollar, even though its value as bullion is less than that of 7 13/21 
grains of gold nine-tenths fine. And two halfdollars will continue to have 
as great purchasing power as a paper dollar of any issue, a silver dollar, 
or one hundred cents' worth of subsidiary coin of any kind, as long as 
each of the several forms of money in circulation is readily exchange- 
able for any other form, and all forms have the power of full legal 
tender. 

Standard of Deferred Payments.— Present-day exchange consists largely 
of giving commodities or services, not in return for other commodities 
or services, or even for money, but in return for promises to pay at some 
future date. It is estimated that more than 90 per cent of the business 
of the United States is conducted on the basis of credit. But when a 
credit transaction takes place, some definite provision' is usually made 
for settlement in the future and money is called upon to act as the 
standard of these deferred payments. 

This means that an agreement is made to meet the obligation, at 
a specified future date, by paying in money the amount due. It is here 
that stability in value of money is especially desirable, since it is im- 
portant that the amount of purchasing power delivered to the creditor 
when the obligation falls due should be the amount which, when the 
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if the Federal Trade Commission had never been set np. Many monopo- 
listic organizations have probably modified tlieir business practices in 
view of the powers granted the Commission for the control of unfair 
methods. Since unfair practices often gave monopolies their start or at 
least were of considerable aid during their formative period, it is probable 
that the organization of some monopolies has been prevented by the 
work of the Commission. Though the Commission has been h^pered 
at times by die restrictive decisions of the Supreme Court, and by toe 
tendency of that Court to perform all over again work whidr had already 
been dme by, and was the proper function of, the Federal Trade Com- 
mission, it is generally conceded that the Commission has acquitted itself 

The Federal Trade Commission has also been able to accomplish 
much in the way of eliminating unfair competition through voluntary 
cooperation on the part of business men. It has encouraged trade pm^ 
to conferences, with toe representatives of an industry assemblmg. 
either on their own iniftative or at toe request of the Commission, but m 
either case under the auspices of the Commission to discuss fmr and un- 
fair practices in the industry and provide for the elimination of toe u^^ 
methods with the cooperation and support of toe Commission. This 
meld has toe advantage of deahng wito 
and permits business men to appear as fnends of the 
thanl accused persons. The conference metood has grown so rap dy 
in favor that in 1926 the Commission found it necessary to set up a 
Division of Trade Practice Conferences to y dite tors work. 

Minor Changes in the Anti-trust Laws.-Dunng toe period from 1914 
to 1929 several minor changes were made in the appUcabon of toe anti- 
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transaction took place, the debtor promised to deliver. Our study of price 
levels in a later chapter will show that, because money itself fluctuates 
in value, the purchasing power delivered on a deferred payment may 
be either greater or less than was implied in the contract, depending 
upon whether money has increased or decreased in value in the mean- 
time. The fact remains, however, that money is the standard generally 
used; and it will continue to perform this function until the business 
world has been convinced of the advantages of one or other of several 
-new standards that have been proposed for the purpose. 

Basis of Credit.— It is difficult to grasp the significance of money as a 
basis of credit without understanding the fundamentals of our system 
of banking, which \vill be described in Chapters 83 and 34. It may be 
said, however, that the adoption of a standard money, and its use as a 
reserve, permit the safe circulation of a volume of paper substitutes 
vastly greater tiian the original amount of standard money. We shall 
see that for every dollar s worth of gold certificates deposited as security 
with a Federal Reserve bank, there is the tiaeoretical possibility of ex- 
panding credit to the extent of $28.50. This element of elasticity is one 
which was not fully appreciated in this country prior to the adoption of 
our Federal Reserve System in 1914. It means, however, that as business 
expands, the volume of' credit increases to meet its requirements, decreas- 
ing again when so much credit is no longer needed. 

Monetary Systems 

Standard Money.— Standard money, in the strict sense of the term, is 
money that contains the amount of metal necessary to make its value as 
bullion exactly equal to its value as money. If a country used nothing 
but standard money, there would never be any question about its ac- 
ceptability so long as the standard metal was desired on its own account 
For the coin could be converted into bullion by the simple process of 
melting, and the bullion, in turn, could be turned readily into money 
if a system of free coinage were in effect 

Measured by the above definition, gold bullion constitutes the only 
strictly standard money in this cotmtry. Silver dollars, though they were 
once standard and are still called by that name, are greatly underweight, 
and so also are all subsidiary coins. Paper money, despite its value in 
exchange, possesses almost no value as a commodity. The gold certifi- 
cate, even though it is virtually a receipt for gold that is actually held 
in the Treasury, is at present inconvertible, and thus is as remote from 
being standard money as are the other kinds of paper money. Forms 
of United States money, other than gold bullion, may be called “credit 
money” since they represent promises to pay. This statement applies to 
short-weight metallic money (which includes all metallic money now 
in circulation) as well as to' paper money. 
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that the NJELA. gave a strong impetus to the growth of monopoly powers 
in many industries and interfered seriously with the traditional govern- 
mental policy toward monopolies. 

The Eohinson-Patman Amendment-Several other recent laws have a 
bearing on the monopoly problem in the United States. One is the 
RobinsWpatman Amendment to the Clayton Act, passed in 1936. The 
prohibition of price discrimination by the Clayton Act was concerned 
bhiefly with the effects of such discrimination upon the competitors of 
the offending company. But price discrimination may have important 
effects upon the different buyers and their customers, and the Robinson- 
Patman Amendment seeks to broaden and clarify the provisions of die 

Clayton Act on this point. . . j-a- 

The amendment forbids sellers to charge different pnces to different 
purdiasers of commodities of like grade and quality— unless such price 
differences make only due allowance for differences in the cost of manu- 
facture sale or delivery-whenever such discrimination would lessen 
competition substantially ( 1 ) behveen any buyer and the dfac^inating 
firm ( 2 ) between the less favored and the more favored buyers, or 
(3) between the customers of those buyers. In the past, it was common 
for manufacturers to market part of tiieir products at regular pnces, and 
to sell the remainder to mail-order houses, chain stores, or department 
stores at low prices for sale under a different name; or to asc^nate for 
or against these types of marketing agencies, as compared wth ordm^ 
wholesalers, jobbers, and retailers. Any such disahnmation^ 
can be justified on the basis of cost, are forbidden under the Robmson- 

Patman Amendment. , .-i • • 

Moreover, the amendment authorizes the Feder^ Trade ammission 

to fix and establish certain quantify limits bfyond which 

may he prohibited, even though these differences are justified on the 

hasi of Terences in the cost of manufactme, sale, or ^ 

clear that such provisions tend to handicap distnbutors w^have for- 

merly purchased in large quantities and sold at low 

ment iLlf appHes only to seUers in interstate commerce, but it has been 

reinforced bv 32 state laws wdi similar pro\'isions. 

The Maier-Tydings Act-The Sherman Act of 1890 was amended by 

the Miller-Tyd^Act of 1937, so as to legate ^ 

tenance of r^saleW branded PriSStiS 

approved by state laws, as they are m all but fom 

on branded articles, and especially their use as ^ ^ ^ 

aJd department sloiee. had long been a somce of am^n^ ^ « 
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Monometallism.— For many years prior to 1933, the monetary standard 
of the United States was monometallic. Gold was the -basis of our 
monetary system, and we were said to have a “gold standard.” The 
standard unit was the gold dollar, which was 25.8 grains of gold nine- 
tenths fine; there was free coinage of this metal; there was no prohibition 
on melting or exporting gold coin; the gold dollar was full legal tender; 
and all other kinds of United States money were convertible, directly 
or indirectly, into gold coin. 

We shall later describe the system that obtains in. this country at. 
the present time. The characteristics listed above are those which 
marked the monetary system of the United States while it was on a 
monometallic gold standard. Until quite recently monometallism has 
been a world-wide phenomenon, and in most countries of economic 
importance the standard metal has been gold. 

Bimetallism.— But most governments, before adopting monometallism, 
have had some experience with a bimetallic standard. Under bimetallism, 
two metals— usually gold and silver— are coined upon presentation at 
the mint and in unlimited quantities, and both are full legal tender. As 
in the case of monometallism, there is no prohibition of melting or ex- 
portation. In setting up a system of bimetallism, it is necessary to decide 
upon a mint ratio to express the relative values of the two metals when 
used as money. The ratio adopted m naturally one that conforms very 
closely to the market ratio, which expresses the terms on which the 
metals exchange as bullion. If one ounce of gold, as metal, commands six- 
teen ounces of silver bullion in exchange, the market ratio is 16 to 1, 
and the same figures would ordinarily be chosen at the outset for the 
mint ratio. 

So far, so good. And if the market ratio remained constant indefinitely, 
or the mint ratio could be manipulated so as to duplicate changes in 
market value, all wpuld be well. But the market values of gold and 
silver, as of all commodities, depend upon the general conditions of sup- 
ply and demand. Since both are constantly being mined, but in varying 
quantities, and since the demand for the metals is likewise subject to 
variation, their market values are constantly changing. In the year 1500 
the market price of gold was about eleven times that of silver, so that 
the market ratio between silver and gold was 11 to 1; in 1850 it was about 
15/2 to 1; in 1900, 34 to 1; * and in 1940, approximately 100 to 1. This 
1940 ratio of 100 to 1 was arrived at, of course, by comparing the prices 
per ounce of gold and silver, and these prices were, respectively, $35 
and 35 cents.- The market ratio, then, lacks stability. Nor is it feasible to 

Money and Banking, New York, Henry Holt & Company, Inc., 

Xooo, p. 81 . 

Under presidential decree of April 24, 1935, the price of silver eligible for Treas- 
ury purcliasB, consisting of newly mined American siloer, was made 77,57 cents an 
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amounted to very little. It has been practically impossible to send men 
to |ail for monopoly activities, and the financial penalties have been too 
small to be effective. The granting of triple damages to those who have 
suffered from monopoly activities has never constituted a serious embar- 
rassment to the monopolies. Some monopolies have been able to avoid 
prosecution altogether, while others have been brought into court only 
to escape all penalties for their activities. 

’t^Tien the government has prosecuted anti-trust cases successfully, 
and tibe courts have ordered the dissolution of the monopolies, these dis- 
solutions have rarely, if ever, restored truly competitive conditions. For 
ecample, the Standard Oil Company of New Jersey, a holding company 
which controlled a large part of the petroleum refining business, was 
ordered dissolved in 1911. The dissolution, however, consisted of giving 
the stoclcholders of the holding company their proportionate shares of 
the stock of the underl)'ing companies, so that these companies continued 
to be controlled by the same people as before. As a result, there has been 
some doubt as to the degree to which the successor companies have com- 
peted with each other since the dissolution. It may be argued, of comse, 
that the dissolution prevented die trust from maintaining or further per- 
fecting its control over the oil business as time went on, and that new 
companies have arisen to compete with the successor companies, even if 
they have not competed with one another. However, in wew of die ab- 
sence of price competition among the major companies in the industry 
at present, it must be held that the dissolution was a failure in many re- 
spects. Other examples of unsuccessful attempts to dissolve monopolies 
might readily be dted. 

The Federal Trade Commission Act and the Clayton Act were some- 
what more successful than the Sherman Act, because they represented 
.a partial change in policy. That is to say, they followed the poli^ of 
legislative regulation and a dminis trative supervision of competition, 
rather than the traditional policy of “trust-busting” and enforced com- 
petition. In recent years, however, monopolies have become more dif- 
ficult to control, since many of them arise out of the activities of trade 
assodadons or result from the secret and informal cooperation of large 
firms between which there are no actual agreements or combinations. 
Finally, none of our anti-trust laws are applicable direcdy to the larger 
problem of monopoly controls between ratiber than wthin industnes or 
to the domination of the economy by large business and finandal umts. 

Our Future Monopout Pojjct 

The Enforcement of Compelition.-There are some people, even today, 
who believe that the government should continue its policy of trust- 
busting” and enforced competition, attempting to make this policy more 
effective than it has been. They would like to see the incorporation of 
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change the mint ratio frequently so that it will conform to the market 
ratio. For this would mean, among other difficulties, the circulation of 
coins alike in face'value and yet different in their metallic content. 

Overvalued and Undervalued Money.— Because of the variability of the 
market ratio and the fixity of the mint ratio, it is next to impossible to 
maintain a bimetallic standard over a long period of time. If, under a 
monometallic gold standard, an exceptionally ,large amount of silver 
were mined in 1942, the 1940 market ratio of 100 to 1 might be expected 
to change to (say) 102 to 1. This would represent a fall in die value of 
silver, attributable to the substantial increase in the quantify available. 
But if a bimetallic standard were in force, this increase in quantity 
would not lower the price of silver, since the mint ratio, set by law, 
would presumably remain fixed at 100 to 1. Under these conditions, silver 
would be overvalued and gold undervalued at the mint— that is to say, 
silver would command a higher price at the mint than on the market, 
and would therefore be sold only at the mint. As a consequence, the 
theoretical market ratio of (say) 102 to 1 — which, as we saw above, 
would prevail in the presence of a monometallic gold standard— would be 
non-operative as long as silver could be disposed of more advantageously 
at the mint than on the market. Silver would tend to flow into the mint 
and gold to flow out, and these movements of silver and gold would 
likely continue until all the gold had been drained from the mint and 
only silver remained to serve as money; whereupon the market ratio 
would become operative and the mint ratio non-operative. The gold 
coins that had left the mint might be melted down and sold as bullion, 
be exported to other countries where they had greater purchasing power 
than at home, or possibly be hoarded in the hope that their exchange 
value would later increase. 

If, on the other hand, gold Avere mined in unusually large quantities, 
the situation would be reversed. Gold bullion would then be brought 
to the mint, silver would flow out and disappear from circulation, and 
gold money only would be used for purposes of domestic exchange. 

Gresham’s Law.— This tendency for money that is overvalued at the 
mint to drive out of circulation money that is undervalued, is known 
as Gresham’s Law. The law is effective only when there are free and 
unlimited coinage of both metals, free melting, and full legal tender of 
both gold and silver. Moreover, the quantity of the overvalued money 
must be sufficient to meet the needs of business transactions; otherwise 
the two may circulate side by side. 

ounce. On December 31, 1937, this price Avas reduced to 64.64, but on July 6, 1939, 
was set by law at 71.11 cents for silver mined after July 1, 1939. The market price 
of silver bullion in general is, at this writing, about 3o cents an ounce. At the ar- 
tificially liigh price me government is paying for newly mined silver,. the bullion that 
goes into a dwar costs about 55 cents, but melted doAATi and sold in the silver bul- 
lion market it would bring only 26 cents. 
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There are many illustrations of tlie operation of Gresham’s Law. An 
example which illustrates that the law is applicable to paper money 
as well as to gold and silver, is to be found in the circulation of green- 
backs during and following the Civil War. From 1862 to 1879 these 
notes were not redeemable in gold. Tliougli they had been declared 
legal tender, greenbacks were generally regarded as distinctly inferior 
to silver and gold. Persons having in tlieir possession botli metallic 
money and greenbacks held fast to the metal and paid in paper. Since 
sufiBcient greenbacks had been issued to carry on business operations, 
gold and silver were witliheld from circulation and paper money was 
used almost exclusively. Inferior money had driven superior money 
out of circulation. 

Gold and Silver Purchase Plans.— Returning to tire monetary system of 
the United States, we may note once more the e.xtensive purchase of gold 
and silver bullion, begun by tlie govemmerit during the post-1929 de- 
pression. 

Acting on authority given him under the Gold Rescr\'e Act of 1934, 
President Roosevelt promptly reduced the gold content of tire dollar, 
established a price of $35 an ounce for gold, and ordered the Secretary 
of the Treasury to purchase gold bullion both in tliis country and abroad. 
Presumably, the purpose was to raise general prices in tlie United States 
to approximately their level in 1926, since it was tliought that most of 
the business contracts outstanding were made when prices were at 
about the 1926 level and that a return to that level would aid in bring- 
ing about business recovery.® It may fairly be questioned that the gold 
purchase plan raised prices as much as its sponsors had expected, but 
therp can be no doubt that it brought an influx of gold bullion to the 
Treasury. The value of monetary gold in the United States was five 
times as great in 1941 as in 1932. This ten-year increase resulted partly 
from the greater value of gold (as expressed in terms of a dollar which 
contained fewer grains of gold than formerly), but it was attributable 
chiefiy to large purchases of gold, both domestic and foreign, by the 
government. 

In like manner, the Silver Purchase Act of 1934 added to our stock 
of metalhc money. This Act declared it to be the policy of the United 
States to increase the stock of monetary silver until it constitutes one- 
fourth of the total monetary stock of this country, the other three-fourths 
consisting of gold. The Secretary of the Treasury was authorized to buy 
silver until this proportion of one to three has been attained. It was 
estimated that it would require the purchase of about one and one- 
third billion ounces of silver to bring about the proportion of gold 
and silver aimed at by the Silver Purchase Act. Since silver mines in 

in Increase in gold may play in raising the price level is explained 
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the United States had been producing some 25 million ounces of silver 
a year, this proposed change in our monetary stock was expected to 
provide a market for all silver mined in this country for two decades. 
This .silver may be coined into silver dollars, or may be put into circula- 
tion through the issuance of silver certificates. In either event” the 
Silver Purchase Plan, if carried through to its stated conclusion, ^vill add 
materially to the monetary stock of die United States. It has already in- 
creased the total amount of United States money by more tbap a billion 
dollars. Of course, every purchase of gold (under the Gold Reserve 
Act) requires an additional purchase of silver (under the Silver Purchase 
Act), if the proposed proportions of one to three are to be reached. 

The present bullion content of the silver dollar (which the President 
of the United States has authority to lower) is 412.5 grains of silver nine- 
tenths fine, so that one ounce of silver makes $1.29 worth of silver coin. 
Since the present Treasury purchase price for newly mined Americaii 
silver is 71.11 cents an ounce, it \vill be seen that every time the govern- 
ment buys an ounce of silver and turns it into coin, it makes a “profit” of 
approximately 58 cents. 

The Managed, Inconvertible Gold Currency System of the United 
States.— The recent changes in monetary practice in this country make it 
necessary to find a new term by which to designate the present currency 
system of the United States. Clearly, the old title— “the gold standard”— 
is no longer applicable, since one of its essential features— the power to 
redeem all forms of credit money in gold upon demand— has disappeared. 
Probably we can do no better than to call our present arrangement a 
“managed, inconvertible gold currency system.” 

It is a gold system, since our standard unit, the. dollar, is still defined 
in terms of gold, and the security back of our money consists in large 
part of a stock of gold bullion. However, “gold is relegated to a distinctly 
nominal role. . . . The commodity gold, consequently, may be said to 
function as an inspirer of confidence in money on the part of the public.” ® 
Furthermore, we have an inconvertible system, inasmuch as none of our 
money in actual circulation is redeemable in the standard money, gold. 
Finally, the system is managed; that is, the quantity of money is not al- 
lowed to adjust itself on the basis of the presentation or wthdrawal of 
gold at the mint and the issuance of bardc notes of various kinds, but 
is presumably being managed by a central authority (the President of 
die United States) in an attempt to adjust the price level in such a 
way as to bring about the full use of the cxiuntry’s productive' resources.® 

There are, in the main, four ways in which the President, if he deems 

” This is die teim adopted by Professor Ralph A. Young in The New Monetary Sys- 
tem of the United States (New York, National Indust^ Conference Board, Inc., 
1934 ). 
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to stamp as a socialist any person whose views on economic matters 
from their own. The term socialism, to us, means an economic S)'S- 
tem in which the material (that is, non-human) means of production are 
owned and managed by society. Communism includes all of this and a 
good deal more. For under communism consmners’ goods would be col- 
lectively owned and arbitrarily distributed among the populace, in ad- 
dition to land and capital being owned and operated collectively. 

The Collective Ownership of Land and Capital.— Under hoth socialism 
and flien, the material means of production-that is, land and 

capital— would in general be owned by society and not by pri\'ate indi- 
viduals. But this does not necessarily mean that all land and capital 
would be o\vned by society. Individuals might be alIo\ved to own plots 
of land as>home sites, and even to own the land and capital needed in the 
operation of small business enterprises, such as shoe-repair shops and 
comer stores. Some socialists question that it would be wise for society 
to try to own and'operate the land and capital used m agriculture, which 
is so largely a decentralized industry. Individuals would certeinly be 
allowed to own such goods as lawn mowers and washing machines with 
which to perform services for themselves; and it, would be exceedingly 
difficult to prevent people from performing similar services for others for 
pay, or from hiring these goods to others on a rental basis. An insistence 
on die complete and absolute ownership of land and capital by society 
would probably weaken, rather than strengthen, the socialist position. 
However, the essential fact remains that, under socialism, the land and 
capital used in aU major indusfries, with the posable exception of agri- 
culture! would be owned by society,* and private individuals would no 
longer receive rent and interest for the use of tiiese productive agents. 

Opinions differ as to-the method by which land and capital would be 
brought under die ownership of society. It is sometimes suggested that 
the present owners should be expropriated by violence and revolution. 
In general, it is probable that communists incline more strongly toward 
this point of view than do socialists. Many^people realize, however, that 
such measures, while they might bring quick and Aor^gh resulte, are 
subject to wave dangers. They are likely to repel aU who are motiv'ated 
by humanitarianism. Moreover, to cut down ruthlessly the present ovvn- 
ers of land and capital would deprive society of some of its most capable 
executives and administrators. And if revolution were attempted but 
failed, society might wgU swing to the opposite extreme so that collec- 
■ tivism would be impossible for many years, to come; but a failure to . 
achieve collectivism by democratic processes at any one toe might be 
followed by success a little later. Finally, if revolution resulted in a stop- 
. page or br^kdown of economic acUwties for any considerable penod of 
toe, an indescribable amount of suffering and loss of hfe would almost 
certainly result 
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such action advisable, could increase the quantity of currency in circular 
tion, thus “managing” it in the interests of higher prices. The first is the 
issuance of gold certificates to die extent of 2.8 billion dollars, which is 
the amount of “profit” realized by the government through calling in gold 
dollars weighing 25.8 grains nine-tendis fine and then revaluing the doL 
lar at 15 5/21 grains. The second is the exercise of authority granted him 
by Congress to issue inconvertible paper money (greenbacks) for the 
purpose of paying a part of the public debt, diis money (not to exceed 
3 billion dollars) to be retired at the rate of 4 per cent a year. Third, 
the Treasury has been authorized to purchase silver to an amount diat 
will make the silver reserves of our monetary system one-fourth of die 
total reserves, and to issue silver certificates against this stock of silver. 
Finally, the President has been audiorized to reduce still furtlier the 
bullion content of the gold dollar (though not to a point below 12.9 grains 
of gold nine-tenths fine); to reduce also die bullion content of die silver 
dollar; and to issue gold and silver certificates up to the full amount of 
“profit” realized by these reductions. We have here the means of in- 
creasing materially the quantity of government paper money; and since 
such money may be used as the basis for issuing Federal Reserve notes 
and Federal Reserve bank notes and also (as we shall see in the next 
two chapters) as the basis for extending bank credit which circulates 
through the use of bank checks, the President’s power to expand our 
“circulating media” is very great. Our present monetary system, there- 
fore, is clearly a managed system. 


Money is anything that serves as a standard of values, or is generally 
acceptable and is used primarily as a medium of exchange. 

Standard money is.money that contains the amount of metal necessary 
to make its value as bullion exacdy equal to its value as money. 

A United States dollar is 15 5/21 grains of gold nine-tenths fine. 

Free coinage is the coinage of bullion in unlimited quantities (though 
not necessarily without charge) upon presentation at the mint. 

Legal tender is money which by legal declaration must be accepted 
by a creditor in payment of debt, in the absence of an agreement to the 
contrary. 

Gresham’s Law: Money that is overvalued at the mint tends to drive 
out of circulation money that is undervalued. 


1. Name the different kinds of paper money in the United States. The dif- 
ferent kinds of metallic money. 

2. What is a “dollar”? 

3. What do we mean by “standard njoney”? 

4. In wew of our definition of “standard money,” why do we sometunes refer 
to standard silver doll^s ? Explain the seeming contradiction. 
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be divided equally among the income-receiving citizens or shall there 
be differences in incomes, and if there are to be differenws upon what 
basis shall the differentiation be made and to what extent? Some soaahsts 
contend that aU should share alike, although it is not always d^r whetlier 
this means an equal share for every man, woman 
shares as between families. Sharing equally would probably mean, to 
these socialists, the equal sharing of money income, while real interne 
wbuld vary in composition from one individual or family to 
Many socialists recognize the difficulties of getting people to work hard, 
^rtake the more Lponsible and important positions in our e^nonuc 
system, if all persons are to have equal mcomes; and consequently they 
advocate tliat ftere be some variations in income as ^etwe^ 
based upon differences in ability, or effidency, or both. Howewr, mort 
communlts. and some sodalists, 

ciple of distribution, urging that individuals should contabute to pmd 
tiwi on the basis of their ability and receive income on Ae basis of Aear 
needs This might mean that those who contributed most heavily to .pro- 

daemon ^vo„ld draw d.e rolled of 
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5. In what way do gold and silver certificates differ from other kinds of paper 
money? 

6. What is “representative money’? Illustrate. 

7. What is “convertible money’? How is its convertibility maintained? 

8. Define “inconvertible money,” and give illustrations of its use in the United 
States and elsewhere. 

9. Give a synonym for “inconvertible money.” 

10. Why is the use of inconvertible money generally regarded as objectionable? 
Illustrate. 

11. Why, since the use of inconvertible money often results disastrously, do 

nations ever permit its use? • 

12. What proportion of die total money of the United States is “money in 
circulation ’? Explain. 

13. Define “money.” 

14. Name and describe the attributes of a satisfactory money. 

15. What is the relationship between “acceptability” and the other attributes 
of money? 

16. Is a personal check “money”? Explain. 

17. How does money become “legal tender’? How is legal tender related to 
“acceptability”? 

18. ^’iTiy is it desirable that “coinage” be conducted under strict governmental 
control? 

19. What is the meaning of “free coinage”? Of “gratuitous coinage’? 

20. Four functions of money are described in the text. Name these functions, 
\vith a short explanation of each. 

21; Why does money fail to perform perfectly its functions as a “standard of 
values” and a “standard of deferred payments”? 

22. Distinguish between “monometallism” and “bimetallism.” 

23. \Vhy is it difficult to maintain a bimetallic standard? 

24. State and explain Gresham’s Law. 

25. Discuss the Gold and Silver Purchase Plans. 

26. MTiat land of monetary system has the United States at the present time? 
Explain. 
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a whole require these goods iu abundance. This conflict of interests, col- 
lectivists say, would be eliminated under coUectivisin. Those who man- 
aged and directed the affairs of industry, being merely employees of so- 
ciety and unable to make profits for themselves under any circumstances, 
would have no incentive to restrict production in any industry. Theh 
interests, like those of society, would be best served by producing in 
abundance. Moreover, it is said, collectivism would provide a reinedy 
for the present practice of delajung tire introduction of new inventions, 
in the interest of large profits, and consequendy the eqmpment and 
methods would be promptly a\'ailable for all productive units. 

It is argued, also, that the ordinary' workere in industp' would be more 
pfiSnipnir under collectivism. Since they would be working for sodely in- 
stead of profit-seeldng private enterprisers, they could count on getong 
their full share of the national income. As a r^ult, labor unrest, str^es, 
boycotts, and other tj’pes of labor troubles should disappear. And sin^ 
there would be work for all, and no fear of unemployment, there would 
be no incentive for workers to “soldier on the job” to make their jobs last, 
or to oppose the introduction of scientific methods, improved machinery, 
and labor-saving devices. By removing the greater part of the pr^ent 
conflict between individual and sodal interests, it is held, colIectr\'ism 
\TOuld contribute gready to the efficiency of production. 

The Elimination of Business Depressions.-Under either socialisn^r 
communism, it is said that business depressions wodd be unknovm. The 
supply of purchasing power under socialism would be completely con- 
trolled by the central government and would never be allowed to operate, 
as it sometimes does under capitalism, as a force mal^g for business 
booms and depressions. Production would no longer be planless and 
chaotic, because decisions as to what and how much should be produced 
would no longer be left to thousands of independent and uncoordinated 
individuals as under capitalism. Final decisions of these kmds would be 
made by the central authority, and misdirected production would not oc- 
cur unless the central agency made mistakes in gauging *e desires of 
consumers or were unable to meet these desires. Since production under 
coUectixdsm would still be roundabout in character would still ^ 
undertaken for a future market, it would be quite possible for r^toected 
production to occur. Howe^-er. with the selling prices f 
pletely under the control of the central authority, it would be ^ 

toduci consumers to take an unusually large output of some good off the 
market by lowering the price suffidendy or to restrict the consumption 
of another goodb limited in quantity, by raising Ae pnce. S^^cos^ 
prices would mean Kttle in such a system, misdirected production, when 
it occurred, Wd not be a force making for economic depr^sion. 

Moreover, under coflectivism there would nwCT be art incentive to 
dose down an industry' or to reduce its output, unless the desires of con- 



CHAPTER 33 


COMMERCIAL BANKING IN THE UNITED STATES 



One of the functions of money, as we saw in the last chapter, is to serve 
as a medium of exchange. Not only standard money but “credit money” 
(underweight coins and paper money) is useful in the performance of 
this function. But money, whether standard or credit, plays only a small 
part in the actual business transfers of the country, when compared with 
such “credit instruments” as checks and drafts. Gold, when used as a re- 
serve against other kinds of circulating media, is a more vital factor in the- 
business world than it could possibly be as an active medium of exchange. 
For its use in this way permits the circulation of a vast quantity of credit 
which is constantly employed in furthering business activities. It is a fair 
estimate to say that fully 90 per cent of our business operations are car- 
ried on through the use of substitutes for money. The check is, in present- 
day business, the most important of money substitutes. 

Two Important Types of Credit.— The need for credit arises largely 
from the fact that production is carried on in anticipation of demand. 
This means that many of the costs of production must be borne for some 
-time before any retim is realized by the sale of the product. If a silk 
loom is about to be discarded, then the part contributed by this loom 
to the last yard of cloth that is woven is a cost of production which was 
met perhaps some twenty years before the sale of the silk cloth. The 
ability to conduct an enterprise and the possession of a large amount of 
money do not always go together. Frequently, then, enterprisers are 
obliged to put their ideas to worl^ not widi their own resources but 
with the aid of borrowed capital. 

Let us consider, by way of illustration, the case of an energetic young 
man of business ability, with confidence in the future of television, but 
with no money of his own. Obviously, he must secure credit if he is to 
go into the business of manufacturing television receiving sets. The pur- 
chase or lease of land, the construction of a factory building, and the 
purchase of machines and tools require funds in considerable amounts. 
Moreover, these funds will be “tied up” for a long period of years, being 
invested in plant and equipment designed for a particular purpose. What 
our would-be enterpriser needs is investment credit; that is, long-time 
loans, amoimting to large sums, to be put into 'fixed capital. Such loans 
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be a single process under collectivism. 
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are usually secured through the issuance of bonds and shares of stock. 

Even after the business is well established and is operating on a profit- 
able basis, there may be times when this enterpriser ^vill need additional 
funds for short periods of time. There are certain r unnin g expenses 
that must be met promptly, raw materials to be purchased, wages to be 
paid. And even though the books show a handsome profit, funds may be 
tied up temporarily in the form of goods manufactured and on hanrl^ 
or television sets’ sold to wholesalers but not yet paid for. However, the 
running expenses of the company must be met, and wthout delay, so 
that an appeal is made for commercial credit, which consists of short- 
time loans, for relatively small amounts, to supply circulating capital 

Some Important Credit Instruments 

Book Accounts.— Our suggestion that some of the television sets that 
were sold had not yet been paid for indicates that this enterpriser is ex- 
tending credit to his customers, probably through book accounts. There 
is h'ttle credit mechanism involved in the process. Let us suppose that, 
in order to dispose of a substantial number of receiving sets held in stock, 
the enterpriser agrees to deliver one hundred sets to a wholesaler, wait- 
ing sixty days for pa}ment or allowing 2 per cent discount for cash 
in ten days. This transaction now stands as an “account receivable” on 
the books of the seller and an “account payable” on the books of the 
buyer, to be canceled as soon as payment has been made. 

Promissory Notes.— A transaction of this, land might be handled 
through the use of a promissory note. This is an agreement to pay, “for 
value received,” a stated amount of money at a specified time and place. 
I^Tien properly endorsed, a note becomes “negotiable”— that is, it may 
be bought and sold. The payee of a note (the person who is to receive 
payment) is likely immediately to endorse it (by signing his name on the 
back) and have it discounted at his bank. The process of discounting 
consists of the bank deducting in advance the interest charge for the 
period of time indicated in the note, and placing the remainder to the 
credit of the payee. The payee is then in a position to write checks against 
his account the bai^, to the full amount of this credit. An endorse- 
ment on a promissory note or check makes the endorser responsible for 
its payment in case fte drawer of the instrument fails to make good his 
obligation. 

Drafts, Bills of Exchange, Trade Acceptances.— The draft is a very com- 
mon device used in extending credit. This instrument appears under 
several names, such as bill of exchange, trade acceptance,' and so on. The 
method of using the draft, also, is not entirely standardized. Sometimes 
the draft is accompanied by a bill of lading, warehouse receipt, or other 
claim upon property; sometimes, again, it travels alone. At times, the 
transaction is handled through a batik draft, which is an order drawn 
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noint out that very few inventors reap great rewards- under capitalism, 
Lice most of the profit that results from their efforts goes to business 
men who exploit the inventions. Nevertheless, inventors wntmue to 
worlc, apparently largely for the sheer joy of devising new thmgs, or for 
ofliH nm-econimie Lots. Moreover, reeny inv^ons have been Made 
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with the exception of the insane and persons deprived of electoral rights 
by court sentence. All- classes of voters have equal rights of reprKenta- 
» tion in the legislative bodies, and elections are by secret ballot How- 
ever, there is still much economic rather than geographical r^resenta- 
tion, for this principle is fundamental to die Russian system. 

Under the present constitution, equal rights are guaranteed to all 
citizens.- All are granted fereedom of speech, freedom of press, fireedom 
of assembly and of holding mass meetings, freedom of street processions 
and demonstrations, and freedom of religious Worship. Citizens are 
guaranteed inviolability wtb respect to their persons, homes, and cor- 
respondence. Going beyond the constitutional provisions of other coun- . 
tries, die Russian constitution guarantees the citizens employment and * 
payment for their work in accordance with its quantity and quality, the 
right to rest and leisure, the right to maintenance in old age, sickness, and 
accidents, and the right to education. Women have equal rights with men 
in all spheres of life. 

The Dirtatorship.-^In theory, then, the present Russian constitudon 
and government appear most enlightened and democratic. In practice, 
the people of Soviet Russia live under a dictatorship, as they did before 
the present government was established. In theory any person, wheAer 
a member of the Communist Party or not, may run for office. In practice, 
all candidates savp one in each electoral district usually resign before an 
election is held, and the one remaining candidate is the fortunate in- 
dividual who is approved by the Communist Parly. In the first elecfaon 
under the present constitution, almost 97 per cent of the eligible voters 
went to the polls and practically all voted for the single candidates avail- 
, able in their districts. In 1938, 81 per cent of the members of the Couridl 
of die Union and 71 per cent of the Council of Nationalities were also 
members of die Communist Party. The legislature usually votes unani- 
mously for any party-sponsored projects which are .placed before it. 

Political crimes are regarded as the most heinous offenses that can 
be committed in Soviet Russia, and the dreaded secret poHce work day 
and night to ferret out persons suspected of political crimes and sub- 
versive activities. It is true that the Russian dictator, StaBn, h^ not 
usually bothered to hold any offidal position in the govemniCTt, but as 
General Secretary be has ruled -the Communist Party, wb'ch m turn 
has controUed the government. In short, as someone has said, the people 
of Russia “have absolute power povided they do as they are told by the 
leader durougb the instrumentahty of die party. 

The Pianning and Contbol of Isdusihy 

In considering the operation of Russia’s economic systen^we must al- 
ways bear in mind that Russia is under a socialistic system, pat is to.say, 
land and capital are socialized and are ovraed by society, the former en- 
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“doubie-name paper.” Ttus means that the amount advanced to the 
Johnson Airplane Company on the strength of this instrument ^vill be 
charged back to the company if the New York-Jacksonville Transit 
Corporation does not make payment at the stated time. 


The Natobe of Commercial Banking 
The Operation of a Commercial Bank.— An examination of the state- 
ment of a commercial bank will provide background for our discussion 
of commercial banking in the United States. Table 34 is such a statement 
for a small-town bank. 


Tabi£ 34. — Statesiest of a Suaio. National Bane 


' Assets 

Loans and discounts (1) $ 621,190.28 

United States bonds (2) 1,114,350.63 

Other bonds and securities (3) 423,617.72 

Beal estate and fixtures (4) . . . 101,640.17 

Cash reserve (5) 361,406.25 

$2,622,205.05 


lAabUUies 


Capital (6) $ 125,000.00 

Surplus (7) 150,000.00 

Undivid^ profits (8) 78,182.52 

Deposits (9) 2,269,022.53 


$2,622,205.05 


We note, first, the bank’s liabilities. The capital of the bank (Item 6 ) 
is the fund subscribed by its stockholders to enable it to start in business. 
Tlie surplus (Item 7) consists of certain profits that have been assigned 
permanently to the operation of the business. The undivided profits 
(Item 8 ) are gains which may later be transferred to surplus, or may, 
on the other hand, be distributed to the stocldiolders in £he form of 
dividends. Items 6 , 7, and 8 constitute a fund which (says the state- 
ment) “becomes the property of the stockholders after the debts to the 
depositors are paid, and is a guarantee fund upon which we solicit new 
deposits and retain those which have been lodged wth us for many 
years.” These three items— capital, stuplus, and imdiwded profits— are 
amoimts due the owners of the bank. Deposits (Item 9) are amoimts 
due customers of the bank who have left funds in the custody of the 
bank or to whom the bank has made advances against which these cus- 
tomers may write checks. 

Since a commercial bank is a profit-seeking enterprise, its officers 
try to find investments for its funds which \vill pay a satisfactory return. 
The assets of the bank indicate the nature of these investments. Loans 
and discounts (Item 1) are sums lent to business men and others, usually 
on the basis of promissory notes or other "commercial paper,” but some- 
times on real estate or securities. Government bonds (Item 2) and other 
bonds and securities (Item 3) are investments to which commercial 
banks turn when more profitable business is not obtainable. Item 4, real 
estate and fixtures, covers die building, grounds, and equipment used in 
operating a bank. The cash reserve (Item 5) consists partly of legal re- 
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FASCISM IN ITALY AND GERMANY 


In October, 1922, Benito Mussolini directed the famous “march on 
Rome /’ Since that time, fascism in Italy has shown signs of becoming a 
relatively permanent system, so that we shall examine it in some detail 
and compare its essential features with those of our own political and 
economic system, and of Soviet Russia as described in the preceding 
chapter. 

The Italian Government Under Fascism 

In popular discussions and writings that appear in the United States, 
fascism is often confused vvith socialism and communism. Indeed, cer- 
tain ofRrials in American public life have at times been called both 
fascists and communists, in the same breath, by their political opponents. 
While it is hardly possible for anyone to be both a fascist and a commu- 
nist at the same , time, it is true that, in the past, there have been suffi- 
cient points of simil ar ity between the Italian and Russian governments 
to lead to the false conclusion that the entire systems of these countries 
were well-nigh identical. 

The Italian Dictatorship.-Russia and Italy have been alike, in the &st 
place, because both have had extremely strong central governments which 
controlled many of the economic and other activities of their citizens. 
Mussolini was summoned by the King, soon after the march on Rome, 
to form a Cabinet for the Italian government, and he has since been a 
supreme dictator, ruling the Italian people with an iron hand. Besides 
being Prime Minister, he holds several other important portfolios in the 
Cabinet, and has turned the others over to trusted associates. He Is Presi- 
dent of the Grand Council of the Fascist Party, a smaU body which acts 
in a consultative and advisory capacity on a wde variety of politick, eco- 
nomic, and social matters. He alone can convoke the Grand Council and 
direct its activities. He is also the Minister of - Corporations and President 
of the National Council of Corporations. In a word, Mussolini is, to aU 
intents and purposes, the Italian government . , j t 

However, the King of Italy has been retained as die nominal 
the gove^ent, though in reality he holds no important powers. Ihe 
Ifaliau system has also retained a legislature, though the legislative o y 
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serves held by the Federal Reserve bank of the' district in v/hich the 
commercial bank is located, and partly of cash in the vault of the bank 
itself. The assets, it will be observed, are items which are owned by the 
bank or owed to the bank by others. 

Chief Functions of a Commercial Bank.— The banking functions which 
are peculiarly those of the commercial bank are (1) making loans and 
discounts, and (2) creating deposits for business concerns. In tiie opera- 
tion of our economic system, business enterprisers continually find them- 
selves in possession of certain types of purchasing power, or claims upon 
economic goods. These may take the form of commochties finished but 
unsold, or commodities sold but not paid for. Eventually, through tht. 
process of exchange, these goods will be paid for; but in the meantime 
the smooth, efficient operation of business demands that further raw 
materials be purchased, wages be paid, and other regular expenses of 
business operation be met as they fall due. 

In situations such as these, commercial banks may render a great 
service to business men. By means of short-term loans, these banks sub- 
stitute purchasing power of wide acceptability (money, or deposits sub- 
ject to check) for purchasing power of limited acceptability (goods, 
notes, or drafts) held by the business concerns. A concern presents a 
promissory note or other acceptable credit instrument at the bank, arid 
is granted a ‘loan” (which means that the interest charge will be paid 
when the loan falls due) or a “discount” (in which case the bank de- 
ducts the interest charge from the amount of the loan at the time it 
is made). In either event, the transaction is entered in the books of the 
bank as both an asset and a liability. It appears among ‘loans arid dis- 
counts” as an asset— an item owed to the bank by its customer— and among 
“deposits” as a liability— an amount owed by tiie bank to its customer. 
With this deposit to its credit, the borrowing concern may proceed to 
write checks against it, though many banks require a borrower to main- 
tain an rmused balance of 10 to 25 per cent of his loan. 

The ability to borrow in this way from commercial banks enables 
business men to purchase at once the commodities and services they 
must have, and later they pay off their obligations to the banks. From 
the point of view of the business men, loans are granted and credit is 
extended from time to time. From the point of view of society as a 
whole, a tremendous volume of credit is kept continually in circulation, 
and through the use of this credit the exchange of goods is facilitated. 

To some present-day writers on banking, this description of the func- 
tion of commercial banking might appear to be out of date and old- 
fashioned, It might be held that these short-term, self-liquidating loans 
based on actual business transactions have been playing a pro^essively 
smaller part in the business of commercial banks in recent years; while 
loans based on real estate, stocks and bonds, and similar investments have 
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during the first World War, though they were said to have needed sev- 
eral bilUon dollars’ worth of overhauling when they were returned to 
nrivate control. The use for war purposes of the land, labor, and capi^ 
which are saved by postponing non-urgent repairs might conceivably 

snell the differehce between victory and defeat. 

^The War Production Board.-The fundamental object of wartime con- 
trol of production is to insure diat land, labor, and capital shall be put 
to the best possible uses. But, since someone must decide what is best, 
fhp existence of an agency of control implies the existence also of an 
agency which ranks projects and materials in the order of their importance 

A^nimber^f agendes-chief among which was the Office of 
tion Management-performed the function of superi^g arid confeolhng 
production in the months which preceded the attack upon Pearl 
But in January, 1942, the task of speeding and guiding &e ° 

nlSarS was turned over m the War Production Boari ii^ch 
was est^lShed by two Executive Orders issued that month by President 
■D If of the older agencies of control were abolished or were 
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become increasingly important. It is true that commercial banks do 
engage, to a considerable extent, in other types of banking. Some have 
savings departments, and thus collect funds which are set to work in 
long-term investments. Many commercial banks are also trust companies 
and handle, among other things, trust funds which require relatively per- 
manent investment. 'Moreover, until recent years, some commercial banks 
have engaged, either directly or through afBliated companies, in invest- 
ment banking operations connected "with the promotion and underwrit- 
ing of security issues; and prior to August 1, 1935, the national banks of 
the United States issued money in the form of national bank notes. 
Nevertheless, the fact remains that the principal function of commercial 
banks, as such, has been and continues to be that of supplying short-term 
credit to business men. On this subject we shall have more to say when 
we discuss the vital question of the safety of the deposits held by com- 
mercial banks. 

The Credit-currency Structure.— We noted in the preceding chapter 
that less than 10 bilh'on dollars of United States money is actually in cir- 
culation. This is a substantial sum, but the amazing gro^vth of “deposit 
currency” (sometimes called “check currency”) as a means of paying bills 
has forced money into a distinctly secondary position. Deposit currency 
consists of demand deposits created by commercial banks, and brought 
into circulation through the agency of bank checks. Demand deposits 
in this country totaled more than 44 billion dollars in 1940. 

Demand Deposits (Deposit Currency).— It is estimated by experts that 
diis huge amount of deposit currency has a “turnover” of twenty-five to 
thirty times a year; that is, that this sum is spent some twenty-five or 
thirty times in Ae course of a year. For although these deposits are being 
continually depleted by checks that are ^vritten against them, they are 
also being added to continually from several sources. 

One of these, whidi is of relatively slight importance, is the deposit of 
money, checks, money orders, and claims upon cash, by means of which 
individuals and business concerns increase their balances, and against 
which they draw their checks as occasion arises. Much more important 
are the deposits that arise through loans and discounts. When a bank 
lends to a business concern on the basis of commercial paper, such as 
a promissory note or trade acceptance, it pays the concern the amount 
due in one of two forms— either in bank notes or in a demand deposit. 
If notes are taken, the business firm uses them in paying bills and thus 
distributes bank credit in place of personal credit. If the bank simply 
credits the account of the concern with the amount due, there is again 
an exchange of bank credit for personal credit, since demand deposits, 
like bank notes, are promises of banks to pay money on demand. And the 
business concern, paying bills with checks drawn against a demand de- 
posit, again distributes the bank’s implied promises to pay, in place of 
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its own. It is chiefly through loans and discounts, and not throu^i the 
deposit of money in a bank, that demand deposits arise. It is important 
to emphasize this point, since it is one that is often overlooked by students 
of economics. 

Another point that must be stressed is the fact that commercial banks 
deal mainly in short-term obligations; and this is one reason why the 
fund of deposit currency is being continually replenished. When a bank 
creates a demand deposit by granting a loan or discount, it may be re- 
quired to pay out money every time one of this customer’s checks comes 
in for payment, though in many cases the person presenting the check 
will merely ask the bank to place the amount to his credit so that his 
account may be increased. But in any case, the credit extended on com- 
mercial paper is ordinarily limited to a maximum period of ninety days, 
and at the end of that period the obligation must be paid by the bor- 
rower, unless the bank (if so requested) sees fit to renew the loan in 
whole or part. Since a bank handles diousands of transactions of this 
kind, its credit resources are in a state of constant flux, being in process 
of depletion through daily witlidrawals, but being replenished all the 
wliile by daily deposits. 

Bank Reserves.— Bankers are sometimes tempted to allow the extension 
of credit to go beyond the point of safety, for with each new loan a profit 
is realized. It would be disastrous, however, for a bank to be unable to 
pay a legitimate claim that is presented against it, since failure of this 
kind would result in the bank’s closing its doors. Consequently, it has 
been the custom in this country to provide, by law, that reserves of a 
specified percentage be held against demand and time deposits. In 
the case of state banks not members of the Federal Reserve System, the 
amount of the required reserve is regulated by state legislation and dif- 
fers somewhat from state to state. The amount that for twenty years had 
to be held in reserve by banks belonging to the Federal Reserve System 
against demand deposits was 13 per cent for banks in New York and 
Chicago, 10 per cent for those in cities of medium size, and 7 per cent 
for small-town banks; the reserve required against time deposits— those 
which cannot be. withdrawn without “notice” of a month being given— 
was 3 per cent in all cases. The reserves are deposited with the Federal 
Reserve bank of the district in which the member bank is located. (The 
Board of Governors of the Federal Reserve System, by authority of the 
Banking Act of 1935, has several times changed the reserve requirements 
against demand and time deposits. The latest change, which went into 
effect on October. 1, 1941, made these reserves 26, 20, and 14 per cent for 
demand deposits, and 6 per cent for time deposits. Since other changes 
may be made from time to time, we shall use the older, well-established 
figures in many of our illustrations.) 

These reserves may appear at first sight to be absurdly small; but ex- 
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perience has shown that tiiey are entirely adequate, for as long as con- 
fidence is maintain ed there is very little chance of depositors maldng a 
concerted demand upon the member banks for payment of the amounts 
due them. Furthermore, as our study of the Federal Reserve System will 
show, provision has been made for rendering “first aid” to any member 
bank Aat is threatened by a “run”— that is, by a demand for cash on the 
part of a large number of depositors. 

The Clearing House.— Let us suppose that the Johnson Airplane Com- 
pany has drawn a check for $50,000 on the Com Exchange Bank Trust 
Company in favor of the United States Steel Corporation. If the Steel 
Corporation happens to have an account in this particular bank, it will 
in all probability simply endorse the check and deposit it. The bank 
thereupon debits the Johnson Airplane Company with $50,000, thus de- 
creasing that company’s deposit account, and credits the United States 
Steel Corporation wth the same amount. In this way a payment is ef- 
fected without any transfer whatsoever of actual money. All that has been 
done is to make a book transfer. 

If the Steel Corporation should be doing its banking business wth 
another institution, say the Chase National Bank, it would still make no 
direct appeal to the Com Exchange Bank for payment of the check 
in cash. In this case, the check ^vouId be endorsed and deposited with 
the Chase National Bank, and this institution (and not the Steel Com- 
pany) would proceed to make collection. Time was when the procedmre 
followed was to send out daily a “rurmer,” or messenger, from one bank 
to another, to make collection in cash for credits that had accumulated in 
the course of the previous day’s business. The second bank would likewise 
send a representative to the first bank, to receive payment of any amoimt 
that might be due by reason of credit instruments held against this 
bank. It is obvious that this duplication of effort meant waste, and as 
banks increased in number ihe expenditure of time and effort increased 
at a still faster pace. 

But this method of collection has long since given way to the “clearing 
house.” This is a central agency, the main purpose of which is to effect 
daily settlements between the banks of a given area. If the Chase Na- 
tional Bank has claims against the Com Exchange Bank, it is likely also 
that the Com Exchange Bank has claims against the Chase National 
Similar relationships exist between practically all banks of importance 
in any given city. In order to compare claims and make settlements, rep- 
resentatives of tile various banks meet at the clearing house at designated 
hours every day. Each representative, or “settling clerk,” presents the 
claims of his bank against other institutions, and receives in turn the 
claims of the other banks against his own. A balance is stmck, either 
debit or credit, and the amount due is paid by the bank to the clearing 
house or by the clearing house to the bank, as the case may be. 
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Reference to Table 35^ should help to make the procedure clear. 
Bank A, for example, presents at the clearing house claims upon Banks 
B, C, D, and E, in the form of checks drawn against deposits in these 
banks and cashed by Bank A for its dustomers. The total of these claims 
is $12,550. But tire other members of the clearing house present claims 
upon Bank A, as is seen in tlie first column, to tlie amount of $13,050. If 
one set of claims is balanced against the other, it is evident that Bank 
A can square its account with tire clearing house by paying the amount 
due, $500. Banks D and E are obliged to pay, respectively, $1305 and 

Table 35. — ^Htpothetical Exaaifle of CLEAnDia House Debits and Cbedits 


Deposited Checks Drawn in the Following Amounts on 


Customers of 

Bonk A 

Bank B 

Bank C 

Bank D 

BankE 

Total 

Bank A 


$2,500 

$ 850 

$5,800 


$12,550 

Bank B 



1,800 

575 

1,350 

7,325 

Bank C 


030 


750 



Bank D 


1,200 

080 




Bank £ 

i|HQ[ 

1,600 

745 

820 


0,215 

Total 

$13,050 

$5,930 

$4,075 

$7,045 

$0,290 

$37,200 


$75; while Bank B collects $1395, and Bank C $485, to which fhey are, . 
respectively, entitled. Since total debits are bound to equal total credits, 
the clearing house finds itself, at the end of the day, exactly where it 
started. And yet, through a process of bookkeeping and the payment 
and collection of small balances, it has managed to adjust the claims 
existing among all its members. In our illustration given above, credits 
have been set over against debits, necessitating cash payments of only 
$1880 to settle claims totaling $37,290. 

The expenses of the clearing house are borne by the member banks, 
each paying an amount determined by its average "clearings” in relation 
to the total. But these expenses are comparatively slight, for the clearing 
house provides a very economical means of settling claims between 
banks. Though the volume of clearings in cities like New York and 
Chicago is enormous, the transactions are carried through with a am- 
pidsingly small transfer of actual money. In some cities the balances 
that must be paid are as small as 5 or 6 per cent of the total clearings. 
In New York in a recent year, the percentage of balances to clearings 
was 11.04. In the hypothetical illustration given in Table 35, the balances 
paid were a trifle more than 5 per cent of total clearings. It should be 

1 Adapted from a table aixanged by Dr. C. Louis Knight, and published in Paul F. 
C^miU md associates, An Economics Question Booh, New York, Harper & Brothers, 
1931» p* 60* 
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added that banks may, and often do, pay their balances by drafts on 
the Federal Reserve banks of their districts. There are in all about 600 
clearing houses in the United States. 

Out-of-town checks are “cleared” (or collected) very largely through 
Federal Reserve banks. If, for illustration, a merchant in Leesburg, Vir- 
ginia, buys goods from a wholesaler in New York City, paying wth his 
check drawn on the Peoples National Bank of Leesburg, collection 
would be made in something like the follo\ving maimer. The wholesaler 
first takes the check, properly endoreed, to his bank in New York. This 
bank deposits it for collection in the Federal Reserve Bank of New York. 
The check is now forwarded to the Federal Reserve Bank of Richmond. 
The Federal Reserve Bank of Richmond sends it to the Peoples National 
Bank of Leesburg. The Peoples Bank now settles with the Federal Re- 
serve Bank of Richmond. Upon receipt of this settlement, the Richmond 
bank immediately credits the Federal Reserve Bank of New York; and 
the New York bank, in turn, credits the wholesaler s bank. The collection 
is now complete. 

It is estimated that some 95 per cent of all out-of-to^vn (or “country”) 
checks are collected in this way. “For settlements between the Reserve 
Banks there has been set up that ingenious device, the gold settlement 
fund, lodged in Wellington wth the [Board of Governors], and repre- 
sented by a gold credit on the books of the Treasurer of the United States. 
This fund is owned by all the Federal Reserve Banks, and settlements 
between Reserve Banks are daily effected by bookkeeping entries, on 
telegraphic advice, changing the proportion of the gold fund which the 
different banks own.”® It will be observed that this is an arrangement 
similar in principle to the ordinary dearing house, but operating on a 
much larger scale. 

The Federal Reserve System: 

Our treatment of commercial banking thus far has related chiefly to 
banks as individual units, but we now turn to a consideration of the 
centralization of certain commercial banking, agencies in the United 
States, which may be said to date from the introduction of the Federal 
Reserve System. The Federal Reserve Act was passed in 1913, and the 
Federal Reserve System began operations in the follo^ving year. It sub- 
stituted a somewhat centralized system of banking for a notoriously de- 
centralized system, and was adopted chiefly for the purpose of providing 
( 1 ) greater security for depositors, and ( 2 ) a larger degree of elastidiy of 
credit. How these objectives were to be attained will be discussed after 
we have sketched the structure of the Federal Reserve System.® 

^W. Randolph Burgess, The Reserve Banks and the Money Market, New York, 
Harper & Brothers, 1927, pp. 72, 73. 

* Our treatment of the Federal Reser\'e System is based largely upon W. R. Bur- 
gess, The Reserve Banks and the Money MaA^et, New York, Harper & Brothers, 1927, 
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Federal Reserve Banks.— The basis of the system is twelve Federal Re- 
serve banks, located in twelve important cities of the country. Since it 
was the aim of the Federal Reserve Act to coordinate to some extent all 
of the commercial banking operations of the United States, the country 
was divided into twelve “districts,” known as Federal Reserve districts, 
and one Reserve bank was established in eacih district. Fig- 50 gives an 
idea of the territory assigned to eacih of the several, districts. It will be 
seen that, in so far as area is concerned, die division is very unequal. 



Fig. 50.— Federal Reserve Districts and Cities in Which Reserve Banes 

Are Located 


However, the basis of division was not territorial equality, but the estab-^ 
lishment of Reserve banks at points where diey would best serve the 
banking needs of the country. 

In addition to these twelve Federal Reserve banks, there are now in 
all but two of die districts (the first and the third) “branches” of the 
Federal Reserve banks, which have been provided for the greater con- 
venience of those banks which are situated at some distance from a main 
Reserve bank. Thus, in the t^velfth district the Federal Reserve bank is 
located at San Francisco, but there are branches of this bank in Los 
Angeles, Portland, Seatde, Spokane, and Salt Lake City. In practice, 
dien, diere are in the twelfth district six centers to which Federal Re- 
ser\'e member banks of that district may apply for Federal Reserve 
service. Tliere are, in all, bventy-five branches of Federal Reserve banks 
scattered diroughout the country. 

which gives a clear acrount of the organization and early operation of this develop- 
ment in American banking. We have also drawn upon banking experience in more 
recent ye.ys, and have noted changes in the System necessitated by its failure to meet 
some of tlie needs of tlie post-1929 depression. 
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The Federal Reserve banlcs are not government banks, nor yet are 
they ordinary commercial banks. They are often referred to as “bankers’ 
.bariks,” and this term indicates, firs^ their ownership by the member 
banks of the districts in which they are located, and, second, the fact 
that they perform for the member banks much the same type of service 
as these member banks perform for their customers. But it is important 
to note— and this is true of central banks in general— that die policies of 
the Federal Reserve banks are molded in the interests of public welfare, 
and are not directed primarily to\vard the goal of private gain. Indeed, 
their dividends are limited to 6 per cent, though all profits over and 
above this amount may be set aside as “surplus”; and upon this fund die 
banks are permitted to draw in order to pay the deficits of unprofitable 
years. 

Member Banks.— Every national bank is required by the Federal Re- 
serve Act to take out membership in the Federal Reserve System, and 
any state bank or trust company that has a capital of $50,000 or more, 
and is approved by the Board of Governors, is eligible for membership. 
In acquiring membership, a bank must subscribe to stock in the Federal 
Reserve bank of its district to the amount of 6 per cent of its own capital 
and surplus; however, only one-half of this stock need be paid up, the 
other half remaining subject to calL The bank must also deposit all of 
its legal reserves with the Federal Reserve bank of which it is a member. 
These two items— subscription to stock in, and the deposit of reserves 
with, the Federal Reserve bank of the district— are the chief obligations 
of membership. 

We have already noted the fact that each Federal Reseri^e bank 
is owned by the member banks of its district, and this ownership arises, 
of course, out of the purchase by the member banks of stock in the Re- 
serve bank. The member banks also exercise a degree of control, but by 
no means complete control, over the Federal Reserve bank. Every Re- 
serve bank is administered by a board of directors. This board is com- 
posed of nine members, and is divided into three groups of three members 
each. Three members are Class A directors, who are bankers elected by 
the member banks, which, as we have seen, are holders of stock in the 
Reserve bank. Three members of the board kho^vn as Class B directors, 
and also elected by the member banks, must be men actively engaged 
in industrial, agricultural, and commercial pursuits in the dikrict The 
rem ainin g three directors, who are designated as Class C directors, are 
selected by the Board of Governors of the System, which ^vill be de- 
scribed presently. It is assumed that Class A directors ^vill represent 
the interests of the member banks. Class B directors the general economic 
interests of the district, while Class C directors (sometimes called “gov- 
ernment directors”) will represent the general public. The directors of 
each Federal Reserve bank elect a president^ wth the approval of the 
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Board of Governors, for a five-year period. He is tlie chief executive of- 
ficer. 

The make-up of die Reserve bank directorship indicates fairly clearly 
tliat its function is not drat of die usual commercial bank. To be sure, it is 
intended that a Federal Reserve bank shall aid the banking interests of 
the district, but the inclusion of Class B members on the board insures 
that those groups of business men who depend upon die member banks 
for the extension of credit will have their interests looked after also, while 
the welfare of the public, in so far as it is dependent upon die operation 
of a central banking policy, will presumably be safeguarded by the Class 
C directors. Tlie nature of the ownership and control of Federal Reserve 
banks appears to justify the statement whidi has often been made— that 
they are “semi-private, semi-public institutions." 

In 1940, diere were 6486 member banks in the Federal Reserve System, 
with total banking resources of about $62,650,000,000. Tliese banks repre- 
sented only 44 per cent of the commercial banks in the United States at 
that time, but they handled 87 per cent of die country’s demand de- 
posits.* It may be added that 5144 of these member banks, or almost 80 
per cent of the total, were national banks, the remainder being state banks 
and trust companies that had applied for and gained admission to die 
Federal Reserve System. Despite the advantages of Federal Reserve 
membership, particularly in the matter of security, some banks prefer 
to operate under state charters, which in many instances impose fewer 
restrictions on a very liberal extension of credit than do the rules of the 
Federal Reserve System. Thus there is the possibility of making larger 
profits under state than under federal regulation, but also a distinct 
sacrifice of safety. This statement is borne out by die fact that, in the 
financial crash that followed 1929, diere were many more bank failures 
among non-member banks than among diose which belonged to the 
Federal Reserve System. 

The Board of ^vemors of the Federal Reserve System.— General 
supervision and control of the Federal Reserve System are intrusted to 
the Board of Governors.® This body consists of seven members, and has 
its headquarters in the Treasury Building at Washington. Each member 
of die Board is appointed for a fourteen-year term by the President of 
the United States, subject to the approval of the Senate. Not more than 
one of the seven may come from any one Federal Reserve district, and 
it is stipulated that appointments shall be made with “due regard to fair 
representation of the financial, agricultural, industrial, and commercial 
interests, and geographical divisions of the country.” 

* W. H. Steiner and E. Shapiro, Money and Bankings New York, Henry Holt and 
Company, Inc., 2nd ed., 1941, pp, 520, 538. 

® The “Board of Governors of the Federal Reserve System” is the new name, desig- 
nated by the Banking Act of 1935, for the body which, prior to that date, was known 
as the “Federal Reserve Board." 
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When a bank takes out membership in the Federal Reserve System, it 
does not thereby lose its independence of action. It ordinarily continues 
to function much the same as before, conducting its operations in accord 
Avith national or state laws. The twelve Reserve banks likewise are largely 
autonomous imits in dealing with their member banks. The amounts they 
lend to member banks, and the rates at which the loans are made, are 
ordinarily determined by each Reserve bank for itself through its board 
of directors. But the Board of Governors acts as a coordinating body 
in matters that aflFect more than one Reserve bank, to the end that the 
activities of one bank shall not interfere with the proper functioning of 
any of the otiber banks. 

We shall not be able to discuss in detail fhe many tasks of coordination, 
regulation, and supervision that come within the jurisdiction of the Board 
of Governors, but we shall see that the Board exercises a considerable de- 
gree of control over the banking operations of the United States. The 
functions of the Board have been summarized by a former Federal Re- 
serve ofBcial in the following statement: 

The Board prescribes regulations governing methods and procedure of Fed- 
eral Reserve operations in all those matters \mere uniformity is necessary. Dis- 
count rates are fixed by the several Reserve Banks subject to “review and de- 
termination of the [Board of Governors].” The Board has certain limited oper- 
ating functions in serving as a central clearing house for check collections and 
we transfers. It has a force of examiners who examine the Reserve Banks 
periodically, and it maintains a complete statistical record and analysis of Fed- 
eral Reserve operations, much of which is made public through the Boards 
weekly press statements, monthly bulletin, and the annual report to Congress. 
In addition to these and a number of other specific functions, the Board exer- 
cises general supervision over the operations of the Reserve Banks.” 

The Secuhut of Bank Deposits 

Because the demand deposits of a bank are liable to be drawn upon 
at any time without advance notice being given, it has been customary to 
establish legal reserves of specified ratios \vith which to meet the de- 
mands of depositors. State banks operating imder the various laws of the 
several states have been required to maintain against deposits certain 
minimum reserves specified in the state banking acts. The result has 
been a decided lack of imifoimity as behveen states. The reserves re- 
quired of the national banks, prior to the passage of the Federal Reserve 
Act in 1913, were laid down in the National Bank Act, and applied to all 
national banks throughout the country, regardless of state boundaries, 
though the percentages required differed with the classes of cities in 
which the banks were located. 

Bank Reserves Under the National Bank Act.— The Federal Reserve Act 
applies only to banks belonging to the Federal Reserve System, as the 

” W. R. Burgess, The Reserve Banks and the Money Market, p. 11. 
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National Bank Act of the pre-Reserve era applied only to national banks. 
Under both of these Acts, die banks of the country were divided into 
three groups, depending upon whether tliey were located in very large 
cities, cities of moderate size, or small cities or towns. Tliese groups were 
classified as “central reserve city banks,” “reserve city banks,” and "coun- 
try banks,” respectively.^ Central reserve city banks and reserve city 
banks were required to maintain reserves amounting to 25 per cent of 
their total deposits, and tlie percentage for country banks was 15. Tliese 
reserves took the form of lawful money, and in the case of central reserve 
city banks the whole of die legal reserve had to be kept in fheir vaults in 
readiness to meet die demands of depositors. Reserve city banks were 
required to keep one-half, and country banks two-fifths, of the specified 
reserves in their own vaults. The remainder diey were permitted, if they 
wshed, to deposit widi approved banks in other cides. Tlie reserve city 
banks could deposit one-half of their legal reserves in central reserve 
city banks, and the country banks three-fifths of dieir legal reserves in 
reserve city banks. 

Since reserves dius deposited drew interest, while reserves held in their 
own possession did not, many of the banks cut down to die bare legal 
minimum the amount of legal reserves actually held in their vaults. Out 
of this situation arose the practice known as the pyramiding of reserves, 
which tended to weaken the ability of banks to mobilize their reserves in 
case of need. Let us suppose, for example, that a Philadelphia national 
bank had on its books demand deposits amounting to $4,000,000. Since 
Philadelphia is a reserve city, the legal reserve against these deposits was 
25 per cent, or $1,000,000. But one-half of this amount could be deposited 
widi a New York (central reserve city) bank, leaving in the vaults 
of the Philadelphia bank only $500,000 as a reserve immediately available 
for the payment of $4,000,000 of demand deposits which miglit be called 
for at any time. Presumably, the Philadelphia bank could also recall at 
will the $500,000 deposited with the New York bank. But the New York 
bank was at liberty to treat this “reserve” as it would treat any other 
deposit; that is, it could and probably would retain in its vaults merely 
the 25 per cent reserve required by law, lending out the other 75 per cent, 
or $375,000, at interest. If we imagine a series of “bank runs” injected into 
this situation, it is easy to see that the New York bank might find it dif- 
ficult, or even impossible, to return the $500,000 deposit on demand, and 
the Philadelphia bank in turn, in the absence of tliis part of its legal re- 
serve of $1,000,000, might be forced to close its doors because of its" in- 
ability to pay on demand the claims of its depositors. 

It might be suggested, of course, that even the full legal reserve of 

New York and Chicago are now the only central reserve cities: 62 other cities 
(nwsuy luge but some of only moderate size) have been designated as reserve cities; 
and all others are regarded, for Federal Resen’e purposes, as “country" areas. 
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$1,000,000 would be a small amount with which to try to meet outstand- 
ing deposits totaling $4,000,000- And, indeed, it was discovered that the 
National Bank Act reserves of 25, 25, and 15 per cent did not always en- 
able a bank to meet its legal obligations when confronted mth a long line 
of insistent depositors damoiing for the pa}’ment of their claims. How- 
ever, the difficulty lay not so much in the inadequacy of reserves as in 
die fact that, before Ae adoption of the Federal Reserve Act, every bank 
w'as, in time of emergency, very largely “on its o^vn.” Since the function 
of a commercual bank is to lend out its funds, no such bank can hope to 
have in its vaults sufficient money to pay off all its depositors if tiiey 
happen to present their claims at about the same time, ^^^len, 'under the 
National Bank Act; there developed in a given cximmunity a lack of con- 
fidence that took die form of runs on the banks, it was pretty much a 
matter of every bank for itself. One might perhaps expect neighboring 
banks to cxime to the aid of a bank in distress, lending it funds with which 
to pay ofE its depositors and thus helping to restore confidence through- 
out the community. This, to be sure, sometimes happened. But it is 
equally true that a besieged bank often called for help, and colled in 
vain because other banks felt that the)' must hold fast to whatever re- 
sen'es diey had on hand so that they might meet the demands of their 
own depositors if the need should develop. 

Centralization of Resen'es Under the Federal Reserve Act— The Fed- 
eral Reseno Ac± tmdertook to overcome the inadequacy of bank reserves 
to meet the demands that might be made upon the banks by their de- 
positors. The purpose, of course, was to effect an arrangement which 
would make it possible for e^'eIy sound bank to remain open, in contrast 
to the old s)'stem of reserv'es under which many a bank had been forcod 
to close even though its assets were greater tiian its liabilities. In the mat- 
ter of demand deposits, the immediate pa)'ment of claims upon demand 
is imperative, and the feet that a bank has assets on which it could realize 
TOthin a month or two ^vill not save it from disaster if requests for the 
pa}'ment of demand deposits are not met today. . 

The new method of handling reserves involved not an increase in the 
size of reserves, as one might have expected, but instead a decrease. 
Under the National Bank Act, the reserve requirements for demand de- 
posits and time deposits were the same, being 25, 23, and 15 per cont for 
central reser%'e caty banks, reserv'e city banks, and country banks, re- 
spectively. With the passage of the Reser\'e Act in 1913, these require- 
ments were changed to 18, 15, and 12 per cent for demand deposits, and 
in 1917 they were lowered to 13, 10, and 7 per cont, according to tiie class 
of the caty in which tiie bank was locoted. The reservo against time de- 
posits, appl)'ing uniformly to all member banks throughout tire Federal 
Resen'e Syrtem, was set at 5 per cent in 1913, and lowered to 3 per cont 
in 1917. (As was e3q)lained earlier in the chapter, the reserve require- 
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ments, since October 1, 1941, have been 26, 20, and 14 per cent on de- 
mand deposits, and 6 per cent on tiine deposits.) All legal reserves must 
be deposited with and held by the Federal Reserve bank of the district. 
The member banks do not receive interest on these reserve balances held 
by the Reserve banks. 

This policy of pooling reserves enables the Reserve bank to give aid 
to any member bank upon which the depositors are drawing heavily. 
Formerly, the individual bank was expected to fight its own battles and 
to have on hand at all times a rjeserve large enough for any emergency. 
As we have seen, the reserves were often insufficient to^meet the needs of 
the occasion. With the reserves of all member banks under the control of 
a central agency, the Federal Reserve bank of the district, further funds 
can readily be extended to the particular bank that needs them. Each 
district is so large that it is improbable that all banks throughout the 
area will require aid at the same time. It is scarcely likely, for example, 
that all of the six hundred and fifty member banks of the third district 
will need the assistance of the Reserve bank of the district- at the same 
time. But all have deposited with the Reserve bank funds which form a 
large pool of reserves which are available for the use of any sound bank 
or banks that may need help. Further safeguards are the authorization 
to Reserve banks to “make advances to a member bank on its time and 
demand notes having matmities of not more than four months and 
which are secured to the satisfaction of the Federal Reserve bank,” and 
the power of the Board of Governors to shift reserves from one Reserve 
district to another in time of emergency. 

The principle involved in the centralization of reserves is similar to 
the principle of insurance. There is safety in mnnbers, for as numbers are 
increased the risk is spread. Since it is impossible to tell in advance which 
bank is going to be hard pressed, it was necessary under the old system 
for every bank to be prepared for the emergency. With the Reserve banks 
and the Board of Governors standing ready to give assistance whenever 
and wherever it may be needed, there is no necessity for so large a total 
reserve as heretofore. The device through which aid is ordinarily given 
is the rediscounting process, which will be described presently. 

The Guaranty of Bank Deposits.— For some years after the adoption of 
the Federal Reserve Act, it seemed that the financial panics that had often 
accompanied business depressions were a thing of the past. But the post- 
1929 depression \vrought such havoc among the conunercial banks of the 
country that there was no question that the banking system of the United 
States was still far from perfect. 

The causes of this heavy toll of bank failures will be discussed in the 
following chapter. We wish here merely to note the fact that the loss 
of the holdings of hundreds of thousands of depositors led to a demand 
for the federal insurance of deposits. The result was the creation of a plan 
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of federal deposit insurance, the details of which will also be piesented in 
the next chapter. 


The ELASTicxry of Cbedit 

Conunerdal banks are operated primarily to supply credit to business 
men. If our enterprisers had the same credit needs from month to month 
and year to year, and hence required commercial credit in a continuous 
stream of imifotm volume, the problem of providing elasticity of credit 
would be one of minor importance. 

But tire economic activities of society vary greatly in volume from 
time to time, and the demand for credit varies correspondingly. The ar- 
rival of “pay day” may cause a great industrial concern to call upon its 
bank for a hundred thousand dollars in cash with which to meet its pay- 
roll. The first day of every month, or the first few days of the month, will 
.ordinarily witness the payment of literally millions of ‘Trook accounts” or 
other obligations that have been r unnin g for some weeks. Bankers in 
agricultural areas are expected to “cany” their customers during certain 
parts of the year by lending to them until their crops have been harvested 
and sold. Large amounts of credit must be available, not throughout the 
entire year but at certain times, to “move” the com crop, the wheat 
crop, and other farm products that run into hundreds of millions of dol- 
lars. Manufacturers must be financed so that they may pay for labor, 
power, and raw materials while engaged in making seasonal goods for, 
let ITS say, the Easter trade or the Christmas rush. Finally, there are years 
of depression when but little credit is used, and years of business boom 
when credit facilities may be strained to the limit. 

It is dear, then, that a supply of credit that is adequate for financing 
business at certain times may be quite insufiBdent for other times. Hence, 
there is need for an elastidty of credit that wll meet the requirements of 
.legitimate business under varying conditions, whether the quantity of 
credit demanded is large or small. 

The Process of Rediscounting.— The Federal Reserve Act undertook to 
provide elastidty of credit through the agency of the rediscoimting proc- 
ess. We have noted that Federal Reserve bariks are often spoken of as 
‘hankers’ banks,” and that this title arose in large part from the fact that 
the relationship between a Reserve bank and its member banks is much 
the same as that which exists between a member bank and its customers. 
Probably nowhere is this parallel relationship seen more dearly than in 
the handling of conunerdal paper; for the discounting of conunerdal 
paper, which is one of the most important functions performed by a mem- 
ber bank for its customers, is matdied by the rediscounting of this same 
conunerdal paper, which is one of the chief services rendered by a Re- 
serve bank to its ihember banks. 

Business men ask their banks to discoimt conunerdal paper for them 
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when they must secure cash or increase their bank deposits in order to 
meet their obligations. Member banks ask the Reserve banks to rediscount 
commercial paper (diat is, to discount again die paper which die mem- 
ber banks have already discounted for their customers) when they, the 
member banks, must secure cash with which to meet an emergency, or 
cash or increased balances with the Reserve banks which will enable them 
to extend further loans to dieir customers. However, throughout our dis- 
cussion of rediscounting, the reader should bear in mind a provision in the 
Glass-Steagall Act of 1933 which reads as follows: “Discounting at Fed- 
eral Reserve banks is definitely made a privilege, radier than a right, in 
that ‘shall’ is changed to ‘may’ in the phrase ‘shall discount for mem- 
bers.’ ” From diis provision it is clear that a Reserve bank has the power 
to limit its extension of credit to member banks. 

Rediscounting to Increase Legal Reserves.— It will be recalled diat a 
member bank must maintain ^vith the Federal Reserve bank of its district 
a reserve of 13, 10, or 7 per cent (changed to 26, 20, and 14 per cent as of 
October 1, 1941) against the demand deposits of its customers. In de- 
positing these reserves, the member banks acquire claims against the 
Reserve banks. Whenever their deposits with the Reserve banks are 
larger than are needed to fulfill their legal reserve requirements, member 
banks may withdraw the excess portion of their balances. For example, 
a “country bank” which owed its customers $100,000 in the form of de- 
mand deposits would have to maintain a reserve of $7000 (or 7 per cent) 
with its Reserve bank; but if these demand deposits were reduced to 
$50,000, the bank could withdraw $3500 of its deposit with the Reserve 
bank and still leave a sufilcient balance to fulfill the legal reserve require- 
ments. If, on the other hand, this bank wished to increase the demand de- 
posits of its customers from $100,000 to $200,000, it would be required 
also to increase its reserves (that is, its balance vwth the Reserve bank) 
from $7000 to $14,000. It could do this by borrowing from the Reserve 
banks in much the same manner as business men borrow from member 
banks. 

This process of borrowing by business men, as was emphasized earlier 
in the chapter, usually takes the form of discounting commerical paper. 
That is to say, the bank lends credit in the form of a bank deposit, ac- 
cepting as security for the payment of the loan some sort of acceptable 
credit instrument. The process of rediscounting consists of a member 
bank taking this instrument to a Reserve bank and asking the Reserve 
bank to accept it as security for a loan to the member bank. In this way, 
commercial paper of approved types is made to do double service, form- 
ing the basis, first, of a loan from the member bank to a customer, and, 
later, of another loan from the Federal Reserve bank to the member bank. 

The only commercial paper that is regularly eligible for rediscount is 
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short-term credit instruments whidi relate to actual business transactions. 
We have here a provision which indicates that the Federal Reserve Sys- 
tem is designed to facilitate the extension of commercial credit and not 
investment credit. Short-term paper is defined as paper which matures 
\vithin ninety days, but agricultural paper is acceptable if it does not run 
beyond nine months. Furthermore, no paper is eligible for rediscount 
if it has arisen from transactions in stocks or bonds. Since the rediscount- 
ing process requires endorsement by the member bank, all rediscounted 
instruments are “double-name paper.”® 

Not only does eligible commercial paper result from actual business 
transactions, but the need for credit expansion also arises out of such 
transactions. And so it happens that just at the time when business is 
brisk, wth requests for more and more credit coming in to the banks, 
there is being created also a large quantity of commercial paper that can 
be exchanged, so to speak, for the desired credit. For the member banks 
can have this paper rediscounted at the Federal Reserve banks and thus 
increase their balances; and on the strength of these enlarged balances, 
which serve as legal reserves, they are entitled to extend further credit 
to their customers in the form of bank deposits. In this way an expansion 
of credit is made possible when it is most needed. But it should be noted 
that this use of the rediscounting privilege is regarded as distinctly an 
emergency measure. 

As a safeguard against the undue expansion of bank deposits, the Fed- 
eral Reserve banks, as well as member banks, are required to set up legal 
reserves against the claims of depositors as represented in demand de- 
posits. Back of every deposit extended to a member bank by a Federal 
Reserve bank, the Reserve bank must maintain a 100 per cent reserve, of 
which at least 35 per cent must be in the form of gold certificates or 
other lawful money, and tihe remainder in commercial paper. A further 
safeguard against excessive expansion is the interest charge made by 
Federal Reserve banks on all loans that are due from member banks. 
Since the only way to escape the payment of interest is to pay oflF the 
loan, there is every incentive for member banks to redeem their com- 
mercial paper pledges as promptly as possible. When business men no 
longer need large amounts of credit and hence reduce their indebtedness 
to their banks, these banks in turn are likely to reduce their loans from 
the Reserve banks in order to eflFect a saving in interest. 

An Illustration of Elasticity of Credit— Since a reserve of only 35 per 
cent in gold certificates or la^vful money is required (in addition to com- 
mercial paper) as security against deposit accounts in Federal Reserve 

® It should he noted that emergency banking legislation of the post-1929 depres- 
sion-period conferred temporary eligibility upon sei'eral other types of paper, whidi 
were to be discounted, however, only “in imusual and exigent circumstances.” 
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banks, a gold dollar in a Reserve bank ® may be used as the basis of a 
$2.85 credit on deposit. Consequently, a $1.00 gold certificate in the pos- 
session of a Reserve bank will enable that bank to extend to member 
banks $2.85 in credit; and member banks as a whole, in turn, will be able 
to extend a much greater amount of deposit currency to their customers. 
For the $2.85 on deposit with the Reserve bank serves as a reserve, and is 
sufficient security to enable the member bank to give credit to the amount 
of approximately $22.00, $28.50, or $41.00, depending upon whether the 
institution is a central reserve city bank, reserve city bank, or country 
bank. For $2.85 is 13 per cent, 10 per cent, and 7 per cent, respectively, 
of the three amounts that we have mentioned. (This calculation is based 
upon die reserve requirements prior to August 15, 1936, which have since 
been changed several times, as we have explained.) 

The case may be stated in a slighdy different way. If a business man 
wished to borrow $28.50 from a reserve city member bank, the bank 
would have to increase its reserve with the Federal Reserve bank to the 
extent of 10 per cent of this loan, or $2.85. And the Reserve bank would 
need only $1.00 in gold, plus $1.85 in eligible commercial paper, to enable 
it legally to credit the member banks account with this reserve of $2.85. 

Of course, the expansion of credit that actually takes place is not so 
great as we have imagined in our illustration. Indeed, it has been shown 
that the necessity for keeping on hand sufficient cash to meet the demands 
that may be made by depositors makes it impossible to extend anything 
like so large an amoimt of credit as we have suggested above would be 
legally permissible.^ Generalizations in such matters are risky, and be- 
cause of their inexactness are often worthless; but our example of the 
maximum expansibility shows that gold under the Federal Reserve Sys- 
tem is much more useful as a reserve than as a direct mediiun of exchange. 
However, it is a principle of Federal Reserve policy “that reserve funds 
should be used (either paid out or as a basis for credit) whenever they 
are genuinely needed, but should not be used beyond that need. The 
determination of what are genuine needs is a major problem.” 

. Rediscounting to Secure Federal Reserve Notes.— Tie ability of mem- 
ber banks to increase their loans to customers depends not only upon en- 
larging their balances with the Reserve banks and thus gaining the privi- 
lege of expanding the volume of demand deposits, but also upon having 
sufficient “till money,” or ready money, with which to cash the checks 
which customers write against their deposit accounts. Here, again, is a 

® As we have explained, the gold itself is actually held in the Treasury, and Reserve 
banks hold gold certificates which are virtually "warehouse receipts,” but are re- 
deemable in gold only at the discretion of the Secretary of the Treasury. 

“ See, in this connection, C. A. Phillips, Bank Credtt, New York, The Macmillan 
Company, 1921, chap. 3. 

“ W. R. Burgess, The Reserve Banks and the Money Market, p. 29. 
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financial problem for wbicb the Federal Reserve System has provided a 
solution. 

Just as the business man looks to his bank to supply money with which 
to meet his payrolls, so the member bank turns to its Reserve bank when 
in need of ready cash to hand out over the counter. This need, like the 
need for larger reserves, may be met through the process of rediscount- 
ing. When a member bank presents acceptable commercial paper to the 
Reser%'e bank, it may ask either for an addition to its deposit account, in 
the manner that we have described, or for immediate funds in the fonn 
of Federal Reserve notes. If its supply of till money is imduly depleted, 
it ^vill doubtless choose the notes, which \vill be readily accepted by its 
customers when they present checks against tibeir deposits. 

Long before the inception of the Federal Reserve System, it was recog- 
nized that the inflexibility of bank note issue was a serious handicap. In 
times of industrial boom, when prices are mounting and business is ex- 
panding, there is a demand not only for more credit but for more actual 
money. Even more vital is the abihty to secure funds when the boom has 
reached its peak, when there are anxiety and uncertainty in the air, and 
credit has been strained to the utmost. If the banks cannot lend aid in the 
face of such a crisis, bankruptcy may easily be the fate of business men 
whose assets are ample but unhappily are not sufiBciently liquid to enable 
them to meet the pressing obligations of the moment. 

^Vhy could not the banks, in a situation such as this, have extended 
further credit to their customers? Because, first of all, bank deposits 
would already have been stretched just as far as possible in view of the 
necessity of maintaining legal reserves against, deposit accounts; and be- 
cause, in the second place, the conditions of national bank note issue 
were such that this form of credit could not readily be expanded in time 
of emergency. For the banking laws relating to these issues demanded 
that national bank notes be secured by a 100 per cent deposit of govern- 
ment bonds, plus a redemption fund of 5 per cent in la^vful money. 
Therefore, a shortage of government bonds might have proved to be a 
very real stumbling block at a time when more bank notes were needed. 
For the government bonds that could be used as backing for note issues 
were limited in number, and most of them, as a rule, were aheady serving 
as security for issues of bank notes. 

The Federal Reserve solution of this problem was to substitute com- 
mercial paper for government bonds as security against notes issued to 
meet the demands of business expansion. We are referring, of course, to 
the issuance of Federal Reserve notes dirough the process of rediscoimt- 
ing. "When the member bank presents eligible commercial paper for re- 
discount and asks for Federal Reserve notes, the Reserve bank must 
deliver as security to the Federal Reserve Agent (who is the official rep- 
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resentative, in the Federal Reserve bank, of tlie Board of Governors) gold 
certificates to the amount of 40 per cent of the issue, plus at least 60 per 
cent in the form of acceptable commercial paper. In addition to tins 
collateral fund of 100 per cent. Federal Reserve notes are backed by the 
assets of the issuing bank, and their payment is guaranteed by the United 
States government. Consequently, elasticity of bank notes has been at- 
tained through the rediscounting process without any reduction in safety. 

There is a tendency for Federal Reserve notes to move back to the bank 
of issue once the need for them has passed. When currency is again abun- 
dant and the member bank has more bank notes available than are neces- 
sary to meet the needs of its customers, it ordinarily returns as promptl]^ 
as possible the Federal Reserve notes that it has boiTOwed, thus putting 
a stop to the interest charge. Member banks, being profit-seeking organi- 
zations, aim to keep in their immediate possession only such money as 
will be needed to satisfy the requirements of those with whom they 
transact business. Any surplus that they may have is sent to the Reserve 
bank, where it can be used to cancel loans or to serve as a legal reserve. 

The rediscounting process is “a very present help in trouble,” such as a 
bank faces when its depositors start a “run” upon its resources. If the 
bank’s total volume of deposits is large, so that it will need a great deal 
of money with which to pay the depositors, it should also have in its 
vaults a large quantity of commercial paper. If it has pursued a sound 
commercial banking policy, lending on short-term commercial paper aris- 
ing out of actual business transactions, it will have an abundance of such 
paper and will experience no difficulty in rediscounting this paper, and 
obtaining Federal Reserve notes with which to pacify its depositors. Prob- 
ably there is no better way to stop a bank run than to pay the claims of 
depositors not only readily, but even eagerlyl More than one depositor 
hks been paid off in full, only to fall in again at the end of tlie line and 
redeposit his entire receipts, once he has satisfied himself that his money 
could be had if he really wanted it. And more than one bank run has been 
stopped by the appearance on the scene of a Federal Reserve truck carry- 
ing bales of Federal Reserve notes. The rediscounting feature of the Re- 
serve System has aided materially in lessening the terrors of a financial 
panic. 


1. What is "credit money”? 

2. Explain the distinction between investment credit and commercial credit. 

3. What two types of capital result bom the creation of these two forms of 
credit? Explain. 

4. “When ‘properly endorsed, a note becomes ^negotiable.’ " Explain the itali* 

cized terms. ' * 

.5- What is the process of "discounting”? 
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There are several forms of the “draft,” but all are based on the same general 
principle. What is this principle? 

What is “double-name paper? 

What are the chief functions of the commercial bank? 

Explain the relationship between “loans and discounts” and “deposits.” 
What is “deposit currency”? Give a synonym for this term. 

What is the quantitative relationship between “money in circulation” and 
“deposit currency” in the United States? 

What is a “demand deposit”? 

Describe ways in which a demand deposit may be created. 

What are die regulations governing the issuance of deposit currency? Why 
are such regulations necessary? 

Of what significance is the statement that “commercial banks deal mainly 
with short-term obligations”? 

Describe the workings and state the purpose of the clearing house. 

The transactions of the clearing house “are carried through with a surpris- 
ingly small transfer of actual money.” Illustrate. 

Explain the way in which the Federal Reserve banks facilitate the clearing 
of checks. What is meant by the word “clearing” as here employed? 

What is the “gold setdement fund,” and how is it used? 

What two specific objectives led to the inauguration of the Federal Reserve 
System? 

\^at is a Federal Reserve bank, and where are the Reserve banks located? 
What is the significance of the statement that Federal Reserve banks are 
"bankers* banks”? 


What is a “member bank,” and how does a bank secure membership in die 
Federal Reserv'e System? • 

By whom are the Reserve banks owned, and by whom controlled? 
Eimlain the suggestion that Federal Reserve banks are “semi-private, semi- 
public institutions.” 

To what extent are the commercial banking agencies of the country allied 
with the Federal Reserve System? Be specific. 

Describe the organization of the Board of Governors of the Federal Reserve 
System, and enumerate and explain its powers. 

What Ganges were made in the handling of bank reserves through the 
provisions of the Federal Reserve Act? What are the present reserve re- 
quirements for demand deposits and time deposits? 

What was the purpose of changing the legal resen'e requirements? 

Why is there need for “elasticity of credit” in the banking system of the 
United States? 

State concisely the nature of the process of “rediscounting.” 

Describe the rediscounting process when used for increasing legal reserves. 
What are Federal Reserve notes? 

What function are these notes supposed to perform? 

How does the plan of issuance of these notes facilitate the performance of 
th i s function? 

Describe in detail the method of providing a larger degree of elasticity 
of credit by expanding and contracting the issue of Federal Reserve notes. 
In what respects, if at all, is the issuance of Federal Reserve notes superior 
to that of national bank notes in meeting the needs of a complicated indus- 
trial society? 

How may the issuance of Federal Reserve notes be used advantageously in 
stopping a bank “run*? 
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CHAPTER 34 


SIGMFIGANT ISSUES IN COMMERCIAL BANKING 


In the last chapter, we described the functions of commercial banking in 
OUT modem economy, and outlined tbe system which imdertakes to per- 
form these functions for the people of the United States. In the course of 
our examination, we saw that in several respects the system has failed to 
meet fully the banldng needs of the country. We shall now inquire more 
closely into some of the problems of commercial banking as they appear 
today. 


The Problem of ELAsncarr 

The Nature of Elasticity.— One essential characteristic of a sound com- 
mercial banking system is elasticity of currency and conunercial credit. 
Perfect elasticity is imattainable unless the following three conditions are 
met; First, the amount of currency and commercial credit in use must be 
able to expand and contract Second, the expansion and contraction of 
currency and commercial credit must be coordinated, in point of time, 
with the changing needs of business and economic activity in general 
Finally, the extent of expansion and contraction must also be coordinated 
wdx &ese changing needs. 

Under these conditions, money and commercial credit will be able to 
perform their legitimate function of facilitating the operation of economic 
activity. They will not be issued in ways and amounts that "will raise gen- 
eral prices, stimulate business activity, increase profits, reduce real wages 
and labors purchasing power, lead to overinvestment in plant and equip- 
ment, and otherwise bring about conditions which will later lead in- 
evitably to business depression; nor wtII they be decreased so sharply as 
to precipitate business crisis, liquidation, and depression. Money and 
cdmmercial credit are legitimate devices for avoiding the inconvemences 
of barter, and for facilitating business operations. But their issuance 
should not be allowed to affect the volume of these operations, or to cause 
instability in economic activities. 

The Control of Money and Credit.— The elasticity of money and com- 
mercial credit has not worked perfectly under the Federal Reserve Sys- 
tem, for only two of the essential conditions of elasticity have been met: 
In violation of the third condition, the extent of expansion and contrac- 
ts 
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tion has not been closely coordinated with the changing needs of busi- 
ness. The movements of the general price level and the violent fluctua- 
tions in the volume of economic activity, which have occurred since 1913, 
indicate a tendency for the total voliune of money and credit to become 
overexpanded in some periods and overcontracted in others. Despite the 
powers vested in the System for credit control, the issuance and with- 
drawal of money and credit have sometimes been allowed to stimulate 
business artificially, and at other times have made for depression. In 
other words, money and credit have not been confined to their legitimate 
neutral role of facilitating exchange. Tliese unhappy results are at- 
tributable in part to a lack of sufficient authority, and in part to con- 
ditions which are inherent in the administration of any system of credit 
control. 

The Control of Rediscount Rates.— One of the powers originally 
granted the Federal Reserve System for controlling money and credit 
was authority to raise and lower the rediscount rate. When an undue 
expansion of credit seems imminent, the Reserve banks can raise their 
rediscount rates, with the approval of the Federal Reserve Board (now 
the Board of Governors of the Federal Reserve System), Such increases 
mean, in effect, an increase in the prices which member banks have to 
pay for additional money or credit— that is, for loans extended to the 
member banks on the basis of eligible commercial paper endorsed by 
them and pledged with the Federal Reserve banks. Tire results which are 
expected to follow changes in rediscount rates are quite clear in theory. 
Increases in rates make it more expensive tlian formerly for member banks 
to obtain credit from Reserve banks. It should follow that the member 
banks will charge their customers higher rates for additional commercial 
credit and that the customers will consequently limit their new loans, 
and extensions of old loans, to amounts which are absolutely essential. 
When this occurs, the expansion of credit will be checked. Similarly, low- 
ering the rediscount rates when business is slack is supposed to make it 
easier for member banks and their customers to borrow, and thus en- 
courages them to increase their loans. 

The Effectiveness of Changes in Rediscount Rates.— In actual practice, 
however, raising and lowering the rediscount rates has not been an effec- 
tive device for controlling the expansion and contraction of money and 
commercial credit. In the first place, a considerable expansion of credit 
sometimes gets under way without recourse to rediscounting by member 
banks, because they have large reserves idle at the beginning of a pe- 
riod of active business. In ihe second place, when a bank rediscounts in 
order to increase its reserves with a Federal Reserve bank, it acquires a 
greater lending power than appears on the surface. If a bank adds $1000 
to its reserve by rediscounting, it is enabled to lend much more than that 
sum to business men in the form of demand deposits, even if other mem- 
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its contraction. In periods of poor business, there is ordinarily little or no 
rediscounting, so that a lowering of rediscount rates means little. At such 
times, member banks are likely to lower their interest rates to business 
men in any case. The truth is that, in a period of declining business, en- 
terprisers do not want to borrow from member banks for normal com- 
mercial credit purposes, and the banks are not anxious to lend. When a 
business man thinks he cannot make profits by using borrowed funds, 
he is unlikely to borrow even if the interest rate is only one per cent. 

Open-market Operations.— The other major power originally given to 
the Federal Reserve System for controlling commercial credit is open- 
market operations. This device functions through tlie rediscount rate, 
though indirectly. When there is danger of commercial credit being over- 
expanded, the Federal Reserve banks may decide to sell, say, a billion 
dollars’ worth of government bonds in tlie open market. These securities 
will be bought by business men, corporations, banks, and other financial 
institutions. Let us suppose, for the sake of simplicity, that tliey,are all 
bought by business men who pay the Federal Reserve banks with 
checks against demand deposits in member banks. Tliese checks will be 
charged by the Federal Reserve banks against the reserve accounts of the 
member banks. This will lower the legal reserves of the member banks 
by a billion dollars, and the demand deposits which they may legally 
carry for business men by roughly ten times this amount. Hence, the 
member banks will have to curtail credit or replenish tlieir reserves by 
rediscounting at the Reserve banks. If they do the latter, tlrey will find 
that they must pay higher rediscount rates than before. In tliis way, 
the open-market operations are intended to make the changes in re- 
discount rates effective. However, since open-market operations must 
work through changes in rediscount rates, they cannot be more effective 
in checking credit expansion than a change in the rediscount rate itself 
would be. 

When business is slack, the purdiase of securities in the open market 
by the Federal Reserve banks is expected to increase the reserves and idle 
funds of the member banks, and tiius stimulate lending by these banks. 
Here, again, the open-market operation is not likely to be effective. If 
idle funds are thrust upon member banks through open-market opera- 
tions, the banks will probably use them to reduce their debts and increase 
their liquidity, or to purchase govenunent bonds, rather than to make new 
loans to business men. 

Other Factors in Credit Control.— Changes in rediscount rates and 
open-market operations were, until recent years, the only means by which 
the Federal Reserve System could control the expansion and contraction 
of commercial credit, unless one includes the doubtful measures of per- 
suasion and exhortation. However, even if the powers of control were 
adequate, there would remain the difficult matter of deciding just when 
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to use them. To determine precisely when the further issuance of money 
and credit would be unsafe, the officials in charge would have to possess 
almost superhtunan loiowledge and ability. And yet the controls must 
be applied at exactly the right time if they are to be effective and not 
restrain desirable business activity. Even if it were possible to de- 
termine exactly when control should be exercised, it would take great 
courage to adopt the necessary measures at that time, in the face of 
the economic, political, and international pressure which might be ex- 
erted by those who would be adversely affected. 

Recent Additions to Control Powers.— In the Banking Acts of 1933 and 
1935, changes were made in the organization of the Federal, Reserve 
System and in its credit control powers. We have already noted that the 
Board of Governors of the Federal Reserve System (formerly called the 
Federal Reserve Board) now consists of seven members, who are ap- 
pointed by the President of the United States with the approval of the 
Senate. In the Act of 1935, it was specified that Board members should 
sen'e terms of fourteen years each at the salary of $15,000 per armum, 
that their terms should expire in rotation, and that members could not be 
reappointed. These changes were intended to increase the independence 
and detachment of the Board, and to enable it to exercise its powers, when 
necessary, without fear of outside influence. 

Increased powers were also granted the Board of Governors of the 
System. This Board now constitutes a majority of the membership of 
the Federal Open-Market Committee, and can control its decisions. 
Formerly this Committee of twelve was elected to represent the twelve 
Federal Reserve banks. Today, only five of the tNvelve represent these 
banks. Moreover, the decisions of the Committee to engage or not engage 
in open-market operations are now binding on the Reserve banks. These 
banks must submit their proposed rediscount rates to the Board of Gov- 
ernors at least once in every two-week period, and the rates must be 
approved by the Board before they become effective. This gives the 
Board of Governors control, for all practical purposes, over the rediscoimt 
rates charged by the Federal Reserv'e banks. 

In addition to being given direct authority over rediscount rates and 
open-market operations, the Board has received other new powers for 
controlling cormnercial credit. First, it may now increase the reserv^e 
requirements that member banks must hold against demand and time 
deposits, by any amount up to double the long-established requirements 
of 13, 10, and 7 per cent (3 per cent for time deposits) for the three 
classes of member bariks. The Board exercised this power by doubling 
these requirements temporarily, as of May 1, 1937; reduced them to 23 ^, 
171s, and 12 per cent as of April 16, 1938; and raised them again, as of 
October 1, 1941, to 26, 20, and 14 per cent. Doubling the resen^e re- 
quirements had die effect of reducing by one-half the ability of member 
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banks to extend demand deposits to business men on the basis of a given 
amount of reserves. 

The Board of Governors may fix, for each Federal Reserve district, the 
percentage of a member banks capital and surplus which may be ex- 
tended to borrowers in the form of loans secured by stock and bond col- 
lateral. This percentage may be changed upon ten days’ notice. After 
investigation and hearing, die Board may deny die credit facilities of the 
System to any member bank which appears to be lending too extensively 
for speculation in securities, real estate, or commodities. This power per- 
mits the Board to refuse rediscounting facilities for speculative purposes, 
while allowing credit to be expanded for normal business operations. 
Through its control over "margin” requirements, die Board also deter- 
mines the percentage of the market values of securities that member 
banks may lend. Finally, the Board may suspend or remove any ofiBcer 
or director of a Federal Reserve bank, or of member banks, for continued 
violations of law, or unsafe and unsound banking practices. 

These changes have greatly strengthened die control of the Federal 
Reserve System over the expansion of commercial credit. If the Board 
of Governors should decide to raise rediscount rates and to engage in 
open-market operations, and at the same time should raise to die limit 
the legal reserves for demand deposits of member banks, adjust margin 
requirements and the use of bank credit for speculative purposes, and 
cut off rediscounting facilities for erring member banks, it should be 
able to halt a movement toward the overexpansion of credit in any or- 
dinary situation. Whether even these devices for credit control will be 
effective in a situation in which the gold reserves of the country and die 
excess reserves are very large— they were about 20 billions and 6 bil- 
lions, respectively, in 1941— and the spending policy of die federal gov- 
ernment is resulting indirecdy in a continued growth of deposits, re- 
mains to be seen. It is not at all certain that the Board’s control over 
the contraction of credit has been strengthened by recent legislation, 
though it may be argued that, if expansion can be controlled, the problem 
of regulating contraction will be greatiy simplified. In any case, it remains 
true that credit control must be exercised wisely and courageously if de- 
sirable ends are to be reached. 

The Problem of Safety 

In the last chapter, we saw that national banks were unable to provide 
adequate safety for depositors under the National Bank Act. The reserve 
requirements behind deposits were large, but each bank had to depend 
upon its own resources in time of trouble. There was no central agency 
to supply additional funds when depositors became impatient, and no 
process of rediscounting through which funds could be obtained. More- 
over, a bank would often have trouble in bringing its own reserves into 
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banking practices which would not be tolerated in a member bank. Theii 
reserves are not kept in accordance with the provisions of the Federal Re- 
serve Act, but need comply only with those of state banking laws. In 
many cases their capitalization is smaller than the minimum required of 
a member bank, and the supervision to which they are subjected is often 
in no way comparable to that prescribed for member banks. The Federal 
Reserve System has no control over non-member banks, and has no au- 
thority to extend aid to them when they are in distress. 

The Causes of Member Bank Failures.-In spite of the relatively fa- 
vorable safety record of member b^nks in the depression years following 
1929, many people feel that altogether too many member banks failed 
during this period. For 2110 bank failures form a heavy casualty list for 
a system which aims to provide safety for depositors; and the failure of 
these member banks tied up deposits running into billions of dollars.' We 
may well ask how it happened that so many member banks failed. The 
answer is that the causes were many and various, running all the way 
from the use of funds to construct a modem replica of a Greek temple 
as the bank’s place of business, to the “borrowing” of large sums by bank 
oflScials (sometimes without even the formality of giving a promissory 
note) and the loss of these funds in playing the stock market. However, 
the causes of many member bank failures were to be found in changes 
which took place in the natdre of the loans and investments handled by 
these banks between 1921 and 1929. The figures in Table 36 will help 
to make these changes clear. 


Tabi.e: S6. — ^LoAjra and Iiwestmenis of All Member Banes, 1921-1929 * 
(All figures in millions) 


Year (June 30) 

Invest- 

ments 

Loans on 
Securities 

Loans on 
Real 
Estate 

All Other 
Loans 

Total 
Loans and 
Invest- 
ments 

1921 

$ 6,002 

$ 4,400 

$ 875 

$12,844 

$24,121 

1922 

7,017 

4,500 

1,100 

11,565 

24,182 

1923 

7,767 

4,950 

1,350 


26,507 

1924 

7,963 

5,350 

1,575 

12,279 

27,167 

1925 

8,863 

6,718 

1,875 


29,518 

1926 

9,123 

7,321 

2,161 

12,679 

31,184 

1927 

9,818 

8,156 

2,449 

12,333 

32,756 

1928 

10,758 

9,068 

2,624 

12,611 

35,061 

1929 

10,052 

10,095 

2,750 

12,814 

35,711 

Percentage increase. 1921- 
1929 

67 

129 

214 

0 

48 


® Source: Hearings, S. Res. 71, 71st Congress, Srd Session, p. 138, as reported by 
La\vrence W. Towle in his article, “Time Deposits and Price Stability,” in American 
Economic Review for December, 1935, pp. 653-660. 
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As may be seen from this table, one type of loan seems to have been 
slighted during this period of rapidly expanding loans and investments. 
“All other loans,” which include all ordinary commercial loans to busi- 
ness men based upon short-term, self-liquidating paper arising out of the 
exchange of commodities, remained virtually constant during die period. 
It may be that the speeding-up of delivery services made it possible 
for some business men to reduce their inventory requirements and adopt 
the policy of so-called hand-to-mouth buying; and perhaps other firms 
were reluctant to become heavily indebted to commercial banks while 
the bitter experiences of the 1921-22 depression were still fresh in their 
minds. Then, too, as the period wore on, it is possible that their own 
large profits provided many business men with an adequate supply of 
funds and that “favorable” stock market conditions induced some cor- 
porations to obtain, by the sale of additional shares of stock, funds which 
would ordinarily have been borrowed from the banks. Whatever the 
specific causes may have been, it is an undeniable fact that, despite 
a 48 per cent increase in total loans and investments, the member banks 
were performing dieir principal function of providing short-term business 
credit no more briskly at the end of the period than at the begin- 
ning. 

But during this period large additions were made to the gold stocks of 
the coimtry, bank reserves were plentiful, and the Federal Reserve Sys- 
tem, for various reasons, quite consistently followed an “easy money” 
policy. Since banking is not a profitable business unless bank funds are 
kept at work, the member banl^, in the absence of appeals for ordinary 
commercial loans, decided to lend in other fields. The identity of these 
fields may be readily established by reference to Table 86 . From 1921 
to 1929, member banks increased their loans on real estate by 214 per 
cent; their loans on stocks and bonds by 129 per cent, and their direct 
security purchases and other investments by 67 per cent. As a result 
of these changes, many member banks found themselves by 1929 in a 
position which raised doubts of their soundness as corrunerdal banks. 

The Question of Frozen Assets.— We are not suggesting that loans 
should not be made on real estate and securities, or that banks should 
not invest in securities. Such loans are necessary and desirable, but we 
question that commercial banks are the best institutions to handle these 
kinds of business. When, during a boom period in business, commercial 
banks get the greater part of their assets tied up in real estate and securi- 
ties, despite tiie fact that their depositors have the right to demand then- 
deposits in cash either immediately or on a few days’ notice, they are 
likely to find themselves in trouble if prosperity gives way to depression. 
For example, the depression years of 1929 to 1933 were marked by 
falling prices of secmities and real estate, and many member banks 
were imable to recover the funds which they had lent or invested. 
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Of course, the member banks’ “call loans” to brokers, secured by stocks 
and bonds, were in the main safe; and loans to other customers, advanced 
to buy securities, probably led to few losses when these loans were made 
on adequate “margin.” For if the customers failed to pay their indebted- 
ness, the banks could usually sell the securities for enough to cover the 
loans. However, some losses were doubtless taken on loans of this type, 
when bankers had imprudently lent too high a percentage of the in- 
flated values of securities— for the slump in security prices was sudden 
and drastic. In many cases, the loans on real estate, which had seemed 
very conservative on the basis of the inflated valuation of the properties, 
were found to be uncollectible, for tiie depression prices of many parcels 
of real estate were less than the amounts that had been lent on them. 
Similarly, the banks’ directly owned securities and other investments de- 
clined rapidly in value, and the efforts of distressed banks to liquidate 
these investments speeded the decline. Consequently, when depositors 
began to demand their deposits, member banks found themselves in 
serious difBculties. 

But were not the Reserve banks expected, in such troublous times, 
to come to the rescue of their members? It was, indeed, a time when aid 
was needed, but the member banks were often not in a position to claim 
and receive aid. For membership in the Federal Reserve System was 
never an absolute guaranty of safety for a bank. The statement that the 
System would not allow member banks to fail meant merely that the 
Reserve banks would place fimds, in practically unlimited amounts, at 
the disposal of member banks which had not impaired their borrowing 
power through dishonest or imprudent banking practices, and which 
had on hand a supply of collateral eligible for rediscounting. The 
Reserve banks could advance funds to members (1) by rediscounting 
eligible commercial paper, and (2) by discounting promissory notes of 
the member banks themselves, when secured by government bonds. 

However, eligible commercial paper and government bonds are likely 
to be scarce in the case of banks &at have lent extensively on otlier types 
of collateral. The Reserve banks could not legally rediscount paper based 
on stocks and bonds, or real estate mortgages; nor could they lend on 
the member banks’ direct investments, unless these took the form of 
government bonds. So far as we know, no member bank failed during 
the depression because the Reserve banks were short of funds, but 
many failed because their assets were such that the Reserve banks could 
not legally aid them. And it developed that some member banks were 
signing their own death warrants when diey overexpanded ceRain types 
of loans and investments from 1921 to 1929, though at the time they 
seemed merely to be sharing in what many people regarded as a new 
and permanent era of prosperity. 

The Attitude of the Public.— It would be both unfair and misleading to 
say that every member bank that failed richly deserved ’Hio do so. The 
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banks that took improperly secured mortgages, and xmseasoned, high- 
yield, narrow-market bonds, or that made loans on securities which 
were inadequately margined, inadequately diversified, or which other- 
\vise failed to measure up to sound banking standards, were responsible 
for their own fate.* Moreover, the conditions were even less satisfactory 
in non-member banks. However, some banks failed, or were at least seri- 
ously embarrassed, because of hysteria on the part of the banking public, 
and not because they were tmsafe. Some banks that had been reasonably 
prudent were forced to dose their doors because umreasoning fear on 
the part of their depositors led them to demand immediate cash for their 
deposits. And in some cases these demands could not be met because the 
banks had, in all good faith, accepted corrunerdal paper which proved 
later to be worthless, since the fir^ that issued it had been forced into 
bankruptcy by the depression. It would seem, then, that a banking system 
is not much stronger dian its weakest bank. Had not the failure of certain 
large banks disclosed the existdice of unsound conditions in the banking 
world, the depositors of other banks might not have questioned the safety 
of their deposits, and thus runs on essentially sound banks might h^ve 
been avoided. 

Recent Legislative Changes Affecting Safety: Separation of Commei- 
cial and Investment Banking.— In view of tibe general criticism of our com- 
mercial banking system in recent years, it was inevitable that legislative 
steps should be taken to remedy the situation. Let us examine this legisla- 
tion, considering first the measures taken to separate investment and com- 
mercial banking. 

The Banking Act of 1933 provided that member banks must give up 
their security a£51iates within one year. These affiliates were companies 
organized and controlled by commercial banks for the purpose of en- 
gaging in investment banking operations. These operations, which had 
proved very profitable prior to 1929, could not legally be performed di- 
rectly by member banks. Ihough the relations of commercial banks wth 
their security affiliates were often entirely wholesome and aboveboard, 
there were cases in which the reverse was true. The affiliates sometimes 
unloaded doubtful securities on the CK)mmercial banks— securities which 
the banks would not have purchased from anyone else— and the banks 
sometimes made loans to their affiliates in amounts and on secnirities 
whicii would not have been considered by the directors of independent 
banks. Henc«, the separation of the two types of banking was probably 
necessary, if we are to have a sound commercial banking system. It was 
also provided that investment bankers shall not be allowed to hold de- 
mand deposits, and that no officer or director of a member bank shall be 
an officer or director of an investment banking firm. 

* So said Winthrop W. Aldrich, noted New York banker, in suggesting waj’s of im- 
pro\’ing the banking system, before the Sub-Ccnnmittee of the United States Senate 
Committee on Banking and Currency at Washington, November 29, 1933. 
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We must also emphasize, at this point, the fact that the Board ol 
Governors of the System has authority to regulate the percentage of 
member banks’ capital and surplus which may be tied up in security 
loans, and may deny rediscounting facilities to member banks which 
misbehave in this respect. Formerly, the Reserve banks were required to 
rediscount for member banks whenever eligible paper was presented, 
and the member banks could use the funds for speculative or other pur- 
poses. Member banks are now prohibited from making call loans “for 
others’’— the others being individuals, corporations, or foreign groups 
who wish their funds to be used temporarily for speculative purposes 
with the privilege of withdrawing them at any time. Member banks may 
not underwrite securities, may deal in securities only as agents of their 
customers, and may not have more than 10 per cent of their own capital 
and surplus invested in the securities of any one obligor. 

Loans to Officers.— One of the evils of our banking system in the past 
was borrowing by executive officers from their own banks on collateral 
of doubtful value. The Act of 1933 provides that officers of member banks 
may not borrow from their own banks and must report any personal 
loans from other banks. However, according to the Act of 1935, banks 
may lend to officers of member banks in' amounts up to $2500, provided 
tlie loans have received the prior approval of a majority of the directors 
of the lending banks. 

These regulations are probably desirable and, if they have the effect 
of keeping member banks within their legitimate field of commercial 
banking, may add to the safety of their depositors. However, it must 
be remembered that the effect of such legislation, with respect to both 
elasticity and safety, may be offset in part by the non-member banks, 
which are not controlled by federal legislation. Moreover, there may be 
other ways to render the regulations ineffective. For example, prior to 
1933, a business man who wished to play die stock market might leave 
his own funds in his business as capital and speculate with borrowed 
funds. Now, however, he might speculate with his own funds and bor- 
row from a commercial bank to finance the short-time needs of his 
business. In such cases, the banks’ safety may be increased, but specula- 
tion iS not controlled. 

Changes in Member Bank Borrowing.— 'The Banking Acts of 1933 and 
1935 also changed the terms on which member banks may borrow from 
Reserve banks, and provided a system of federal deposit insurance for 
bank depositors. During the depression, depositors were sometimes un- 
able to get cash on demand, because of the inability of the banks to 
turn their assets into cash prompdy. The obvious remedy was to make 
all kinds of commercial paper eligible for rediscount at the Federal Re- 
serve banks. The new law did not do this, but it did something almost 
as unwise, for it provided that member banks may borrow from Reserve 
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Ibanks on their own promissory notes, secured in any way satisfactory 
to the Reserve banks. These loans may bp made for four months or less 
at a rate of interest only one-half of one per cent higher than the highest 
rediscount rate in effect at the Reserve banks. This means that, while 
only eligible paper may be rediscounted, member banks may, in effect, 
turn their ineligible paper and other assets into cash at Reserve banks 
and may thus be protected from the logical results of their unsound 
policies in lending on real estate and securities, and investing directly in 
securities. This policy may give greater safety to depositors, but it is 
extremely doubtful that it will raise the standards of commercial bank- 
ing. 

Loans on Beal Estate.— The Act of 1935 also lowered the restrictions on 
real estate loans by member banks. These loans could formerly be made 
up to a total equal to 25 per cent of a banks unimpaired capital and 
surplus, or 50 per cent of”its savings deposits, whichever was greater; 
whereas the new limit is IfiO per cent of capital and surplus, or 60 per cent 
of time and savings deposits, whichever is greater. The individual loans 
could formerly be made only up to 50 per cent of the value of the real 
estate, and for five years or less. Now Qiey may be made for ten years 
and up to 60 per cent of the appraisal value, provided 40 per cent of the 
principal of tihe loan is paid in installments over the ten-year period. 
Moreover, such loans are renewable. 

These new provisions relating to borrowing by member banks from 
Reserve banks and to real estate loans appear to us to be objectionable, 
though they have been hailed wth evident delight by some writers on 
baiiking. These ^vriters hold that investments and loans on real estate and 
securities have become an increasingly important part of the commercial 
banks’ business in recent years and that, under the circumstances, it is 
silly to deny the banks access to the reserves of the System merely because 
they caimot supply the prescribed eligible commercial paper. If de- 
positors are to be safe, the banks must be able to convert other assets 
into cash at the Reserve banks in an emergency. This is comparable 
to saying that commercial bankers must be allowed to wander into fields 
where they do not belong, but that the Reserve System must protect them 
against getting into trouble during their wanderings and thus causing loss 
to others. If the premise is granted, the conclusion seems to follow; but 
we suggest rather that an attempt should be made to keep commercaal 
banks strictly within the field of commercial banking, and thus prevent 
the mistakes which are largely responsible for the losses suffered by 
depositors. If commercial bankers will only run iheir businesses as they 
should, they may obtain adequate assistance from the Federal Reserve 
System in time of need, under the old provisions for rediscounting. 

The Flan for Deposit Insurance.— But if banks fail in spite of all that is 
done for them, the Act of 1935 has yet another safeguard for the deposi- 
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tors— for the Act provides for federal insurance of bank deposits through 
the Federal Deposit Insurance Corporation (hereafter referred to as 
the F.D.I.C.), whose original capital was furnished by the government 
and the Federal Reserve banks. All banks which were insured under 
a temporary plan provided by the Act of 1933 may continue to be in- 
sured. Member banks are required, and non-member banks permitted, 
to take out deposit insurance. New national banks and state member 
banks miut qualify for insurance before receiving their charters, and non- 
member banks not already insured may be granted insurance after pass- 
ing an examination. The F.D.I.C. may deny insurance to any bank 
it considers unsound or unnecessary, and banks may withdraw from the 
insurance system at ■will, or may be excluded for violation of rules. By 
the end of 1938, or after five years of operation, the F.D.I.C. was insuring 
the deposits of 13,709 commercial banks, or about 94 per cent of the 
total. The insm-ed banks had more than 60,000,000 deposit accounts, 
and total deposits of about $50,000,000,000.® 

The F.D.I.C. provides insurance for each depositor of an insured 
bank up to $5000. Persons ha-ving larger funds may secure full coverage 
by depositing with several banks. Despite the seemingly low limit of 
$5000 per depositor, it has been estimated that 98.4 per cent of all de- 
positors’ accounts hij number are fully covered by insurance, though only 
43.5 per cent of all deposits by value are similarly protected.® For this 
deposit insurance, the banks pay a premium of one-twelfth of one 'per 
cent per annum on total net deposits. If an insured bank fails, the 
F.D.I.C. may act as receiver and take care of the depositors by giving 
them deposits in a new bank organized for the purpose, or may pay 
them off in any other manner. It is more economical, as a rule, for the 
F.D.I.C. to organize a new bank, since most of a distressed bank’s de- 
positors are usually -willing to leave their funds on deposit in a new 
bank, instead of asking for payment in cash. 

Evaluation of Deposit Insurance.— Deposit insurance may be criticized 
from several angles. From a technical point of view, it may be questioned 
whether it is wise to provide insurance at a flat premium for all banks 
without regard to the risk involved. In other types of insurance, the 
principle employed is to vary premiums as between classes or indi'viduals, 
according to the degrees of risk represented. Moreover, a flat premium 
rate based on total deposits seems to discriminate in favor of small 
banks; for a small bank may get practically complete coverage of its 
deposits by paying the flat premium on total deposits, while a large 
bank with many deposits over $5000 may have only a fraction of its 
total deposits covered by insurance although it pays a premium based 
on total <deposits. This discrimination is not necessarily undesirable. 

'^Annual Report of the Federal Deposit Insurance Corporation, 1938, p. 9. 
p. 80. r > > e 
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Fiirfhermore, there is some doubt that bank deposits are genuinely 
insurable. Our experience in the post-1929 depression showed that a 
considerable number of banks may get into trouble* at one time, and 
if this should happen' in the future the F.D.I.C. might have serious 
financial difficulties. It is argued that a risk, to be really insiurable, must 
be one whiA will not result unfavorably for many or most of the insured 
at any given time. Fire insurance companies would hesitate to grant in- 
surance if there were any likelihood that all or most of the insured prop- 
erties would be destroyed by fire at any one time. A popular answer to 
this objection is that depositors will no longer take part in runs on banks, 
since they know that the government stands behind the deposits, but this 
answer is not wholly convincing. In spite of fhe protection provided by 
insurance, the deposits in a bank that fails will not be available for de- 
positors the next day, or even the next week. Some little time, and pos- 
sibly several months, ^^’ill elapse before all depositors will be paid. Since 
this is true, the desire to have ones money now rather than in several 
months may lead to bank runs as in the past, and cause the F.D.I.C. real 
embarrassment. If necessary, the government would doubtless provide 
die corporation wth additional funds to prevent its failure; but if the 
need for such governmental aid should develop, the “insurance” of de- 
posits, as such, would appear to be unsound. It is entirely possible diat 
bank deposits could be handled dirough the application of the accepted 
principles of insurance, by carefully selecting the banks whose deposits 
are to be insured and charging premiums adapted to the risks, but many 
people have had doubts about our present system of insurance. Again, de- 
posit insurance— especially insurance on a flat-rate basis— has been ob- 
jected to on the groimd that it may encourage recklessness on the part 
of some bankers, since they know that, because of die insurance, their 
actions will not cause loss to their depositors. 

Quite apart from these criticisms, it is appropriate to ask whether de- 
posit insurance of some kind is or is not a necessary and desirable ad- 
junct of a sound system of commercial banking. Our answer is in the 
negative, and the basis of this answer is a familiar one. If we were to 
assume that commercial bankers through unsound banking practices 
would continue, in the future as in the past, to get into difficulties which 
would result in serious loss to their depositors, then we should be in- 
clined to endorse federal deposit insurance. But we object to this as- 
sumption, since we contend that the depositors in a soundly conducted 
system of commercial banking would be adequately protected, in gen- 
eral, without recourse to government assistance in this form. Hence, we 
cannot regard deposit insurance as the best possible method of safe- 
guarding the interests of depositors. 

On the other hand, many arguments have been advanced in favor of 
deposit insurance. It is said to be costless to the banks themselves. The 
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argument is that the banks lose heavily whenever business men and 
other depositors lose their confidence in tliem, as they do after a period 
of bank failures, so that to buy insurance is cheaper than not to have it. 
It is believed that deposit insurance will stimulate tlie growth of savings 
deposits and prevent hoarding, and will aid in protecting sound banks 
against the runs which are common when weak banks fail. Finally, at- 
tention is frequently called to the helplessness of tlie depositors in the 
absence of insurance; to the inadequacy of the protection which tliey 
receive through goyemmental supervision and examination bf banks; to 
the public character of banking; and to its great importance in our 
national economic life, which makes it imperative to avoid bank panics 
if it is at all possible to do so. 

The Results of Deposit Insurance.— The fears tliat have been ex'pressed 
about our system of deposit insurance have not been realized up to the 
present time, and the record of the F.D.I.C. has been favorable. In five 
years of operation, the FD.I.G. paid out or set aside for payment some 
$74,000,000 “in connection with the failure or rehabilitation of 252 in- 
solvent 'or hazardous banks.” For these banks, the deposit insurance cov- 
ered 99.85 per cent of the depositors and 96.4 per cent of the deposits. 
The F.D.I.C. estimates that only $21,000,000 out of the $74,000,000, or 
28 per cent, should be considered a total loss. The total expenditures of 
the corporation, including these final losses, amounted to $36,000,000 
in this period. The premiums paid by the insured banks brought in 
$124,000,000 and the corporation received $43,000,000 as investment in- 
come, so that the total income exceeded total expenses by $131,000,000 
over this period, and the surplus of the F.D.I.C. was increased by this 
amount.’^ 

It also appears that the F.D.I.C. may be a strong force making for 
better banking standards in our ^stem. It has the right to examine all 
insured banks, or to review the examinations of these banks. It actually 
examines aU insured banks which do not belong to the Federal Reserve 
System, but it leaves the examination of national banks to the Comptrol- 
ler of the Currency, and that of state member banks to the Board of 
Governors of the Federal Reserve System. It “cites” insured banks for 
violations of laws and regulations and for unsafe and unsound practices, 
and can terminate their insurance if they do not improve their behavior. 
Non-insured banks which desire insurance as non-member banks, insured 
non-member banks which wish to retire or reduce their capital or to 
establish or relocate branches, and insured banks of any Idnd which 
seek to assume the deposits of, or merge or consolidate with, non-insured 
banks, must obtain permission from the F.D.I.C. The F.D.I.C. has power 
to regulate the rate of interest paid by insured banks on time deposits, 
and banks are no longer permitted to pay interest on demand deposits. 

^ Ibid,, pp. 3-10. 
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Finally, the operation of deposit insurance probably deters would-be 
bankers from starting unsound and unnecessaiy banks, since such banks 
may be refused deposit insurance and few people will care to intrust 
their deposits to banks that do not cany insurance of this kind. 

The Need foh Ft3rtheb Changes 

With safety for depositors already achieved, the chief problem of com- 
mercial ban^g in the United States is adequate control over the ex- 
pansion and contraction of bank credit. Some students of banking prob- 
lems question that such control is possible so long as we have a separate 
system of commercial banking for each state, side by side wth the 
Federal Reserve System for member banks all over the country. With 
forty-eight state banking systems, each operating under its o\vn banking 
laws, and with the state-chartered banks at least partly beyond the reach 
of federal control, effective regulation of commercial banking as a whole 
is most difBcult of achievement. 

Compulsory Membership in the Federal Reserve System.— From this 
point of view, the first step in genuine reform is to require every com- 
mercial bai^ in the United States to join the Federal Reserve System. 
This requirement would probably bring all commercial banks imder one 
general plan, wth the result that oin: national banking laws and regula- 
tions relating to elasticity, credit control, the relations of commercial and 
investment banking, and safety, would function much more effectively 
than in the past. It is important that this measure be enforced without 
any lowering of requirements, especially with regard to minimum cap- 
italization for member banks. Indeed, it would probably be well to raise 
the minimum capitalization to a figure substantially above the present 
requirement. It may be objected that some state banks could not make 
the changes necessary to meet the requirements for membership in the 
Federal Reserve System. This is probably true; but the objection may be 
answered by saying that any bank whidi, given due notice, fails to 
measure up to the membership requirements is not an essential part of 
our commercial banking system and may well be eliminated. 

Branch Banking.— Many economists feel that, even if all commercial 
banks were members of the Federal Reserve System, we could not ade- 
quately control bank credit so long as we have some 15,000 independent 
banks in the dountry. They believe our conunercial banking problems 
would be simplified if we adopted a nation-wide sj'stem of branch bank- 
ing, such as that of Canada or England. In England, the “big five” banks 
have some 8000 branches, and control about 90 per cent of the total 
banking resources of the country. In Canada, there are ten large banks 
with some 4000 branches.® Under such a system, the United States might 

® Frederick A. Bradford, Money and Banking, New York, Longmans, Green and 
Company, 1939, p. 353. 
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have (say) ten or twenty large banks, each with hundreds of branches, 
and our present small independent banks would be eliminated. At pres- 
ent, branch banking is permitted only to a limited extent in this country. 
According to a recent report, we have 917 banks tliat have branches, and 
the branches number 3440, most of ihem being in the same city or county 
as the parent bank.® 

In support of branch banking, it is urged tliat a large bank with many 
branches could have a widespread industrial and geographical diversifica- 
tion of assets and liabilities, which would prevent its being forced into 
bankruptcy by local factors aflFecting certain types of loans, while its size 
would make it possible to bear heavy losses without becoming insolvent. 
Many of our recent bank failures have been tliose of banks with very 
small capital which have been unable to diversify their loans properly 
and have become insolvent when their principal form of loans turned 
out badly. Under branch banking, it is claimed, such loans could safely 
be made by the branches, because these loans would be combined with 
many other types of loans and the parent institutions would be so large 
that whatever losses occurred could be absorbed without serious diffi- 
culty. 

A second reason for expecting a reduction in bank failures is that 
branch banking would probably provide what are now our smaller banks 
widi a superior type of bank management. Tlie great size of the parent 
banks would make it possible to employ the best of management, and 
all branches would benefit by this high-class managerial ability. In ad- 
dition, it might be possible to require bankers to be carefully and com- 
pletely trained before they were placed in positions of responsibility. 

The claims for branch banking advanced thus far have dealt chiefly 
with safety, and the problem of safety has already been largely solved 
in the United States. However, it would be desirable to have a system in 
which safety results from the inherent soundness of the commercial banks. 
It seems improbable that branch banking would bring a ‘ significant 
change in the ability of money and credit to expand and contract. How- 
ever, the control of elasticity might be somewhat more effective than 
under our present system. It might be easier to induce a few large banks 
to cooperate in the control of credit than to get cooperation from thou- 
sands of more or less independent banks; and, furthermore, the enforce- 
ment of banking laws and regulations might be simplified under branch 
banking. Of course, the problem of proper examination of the banks and 
their branches would still be a formidable one. 

On the other hand, it is possible that the higher type of management 
under branch banking might be offset to some extent by the heavy cost 
of the central organization, the red tape involved in its operation, delays 
in making decisions, and an extensive division of responsibility. A system 

» C. L. Prather, Money and Banking, Chicago, Richard D. Irwin, Inc., 1940, p. 32a 
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of branch banking might retard the economic development of the country. 
Small depositors and borrowers might be neglected because of the greater 
profitability of large accounts and the inability of small borrowers to 
furnish collateral security acceptable under the rules of the parent bank. 
Branch banks might find it difiScult to adapt themselves to changing eco- 
nomic conditions. Large institutions often depend extensively upon 
formal rules and regulations in operating their business, and branch bank- 
ing might result in a relative fixity of policy which would lessen the 
ability of the banking system to adapt itself to the varying needs of dif- 
ferent sections of the coimtry. 

Finally, it is sometimes contended that branch banking might lead to 
a concentration of power which we would find intolerable. Those in 
control of the few great banks might come into control of industry, and 
dominate fiscal and Federal Reser\'e policies as well. Since the branch 
banks would be operated for profit^ such a financial monopoly might ad- 
just the issuance of commercial credit to the needs of the country even 
less successfully than our banking system has done in the past, and con- 
ceivably create a situation in which the banks would be safe only because 
of their ultimate reliance upon the credit of the government. 

In attempting to reach a decision on tbe desirabih'ty of branch banking, 
the crux of the whole matter seems to be whether the management of 
banking institutions would automatically be better under branch banking 
than under oiur present system of unit banking. Unless bank management 
improved, merely the large size of banks would be no positive guaranty 
of safety. Large banks wth many branches could diversify their loans and 
investments to a greater extent than ordinary independent banks, but 
there is hardly certainty that they would actually and automatically do so. 
Countries wth branch banking have had failures of banks wth hundreds 
of branches, though in general the banking record of such countries in 
the great depression after 1929 was excellent. Of course, parent banks in 
America might be so large that the government could not afford to let 
them fail; but this type of safety would represent no advance over the 
present situation, for we have already decided diat we cannot leave our 
independent banks free to fail. 

We can scarcely deny that the excellent results obtained in other coun- 
tries TOth branch baiddng systems have been largely due to superior 
bank management, but we are uncertain as to whether the better manage- 
ment has been the result of branch banking per se or whether it has re- 
sulted from the development, through the years, of an established tradi- 
tion of sound banking plus the operation of all banks under a unified 
banking system and uniform laws. In Canada, for example, all com- 
mercial banks operate under a set of laws applying to the whole Do- 
minion. Canadian commercial banks do not lend on real estate or en- 
gage in handling trust funds. Th^ may not hold shares of bank stock. 
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or make loans with such stocks as security. Tlicir investments consist 
almost wholly of high-grade bonds or other securities which are quickly 
convertible into cash. Nor do they follow the common American prac- 
tice of renewing a given short-term loan over and over again, until it 
amounts virtually to a li.\cd capital investment. Finally, the managers 
of Canadian banks arc generally steeped in the principles of sound com- 
mercial banking, and ha^•c often risen from the ranks on the basis of 
merit alone. Such conditions might result in sound commercial banking 
in any countr)', whether or not it had a system of branch banking. 

According to the supporters of branch banking, such superior manage- 
ment, practices, and policies result from having branch banking. If this 
conclusion is valid, it follows that the United States should proceed to 
develop a complete system of branch banking as rapidly and enthusi- 
astically as possible. 

Tlie Limitation of Commercial Banking.— A vital need of banking in 
this countrj' is an effective means for restricting commercial banks to 
the business of commercial banking. We believe that commercial banks 
should be forbidden to lend on real estate, for this is hardly a proper 
function of commercial banking. Loans on stocks and bonds should be 
peimitted but sparingly, and then only with large margins of safety. Tlie 
security investments of commercial banks should bo limited to tlie high- 
est and most liquid t)'pcs of securities. Tlie banks’ power to make fixed 
capital loans to business men, by repeatedly renewng short-term com- 
mercial loans, should also be restricted sharply. Many of these tjqies of 
loans and investments, which should not be made by strictly commercial 
banks, arc appropriate for savings banks or for the savings departments of 
otlier banks; but, unles’s our commercial banks can learn to run tlieir sav- 
ings departments wthout becoming confused as to function, it would 
seem desirable for commercial and sawngs banks to be entirely separate 
institutions. Tliis comment is applicable also to trust departments now 
operated by commercial banks. 

Under conditions such as these, there would probably be little need for 
deposit insurance, or for member banks to borrow from Reserve banks on 
the basis of so many types of security. We should no longer be troubled 
by an extension of deposit credit to many times tlie amount of money 
available for the conversion of deposits into cash. If the deposits of 
commercial banks were almost entirely tlie result of bringing cash items 
to the banks or discounting eligible commercial paper, there would be 
no need to have on hand, in tlie form of money, 100 per cent of the de- 
posits which might have to be paid off at any time. Tliat is, if die banks' 
deposits were backed almost wholly by liquid investments and by com- 
mercial paper eligible for rediscount, the banks could always secure cash 
at the Federal Reserve banks in quantities sufficient to stave off any run 
by depositors; and we should not need to liberalize the conditions for 
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rediscounting or provide deposit insurance. The deposits of a sound com- 
mercial banking system are safe without outside guaranty. 

The Development of Better Bankers.— Perhaps our greatest need in 
American commercial banking is better bankers, rather than better bank- 
ing laws and regulations. Many an authority on banking, wearied by the 
adoption of coimtless banking laws which appear to bring little improve- 
ment, has suggested that our commercial banking system has been over- 
burdened with legislation but insufBciently governed by sound credit 
policies and practices on the part of bankers. The American attitude 
toward banking problems has been that, if we could pass large numbers 
of good laws, we should get good banking; but actual experience gives 
ample grounds for suspecting that it is difficult, if not impossible, to make 
good bankers by legislation. We have tried, by laws and regulations, to 
prevent banking practices which bankers in other countries, under the 
influence of tradition and custom, would regard as unthinkable even in 
the absence of laws and regulations. 

No body of banking laws can be so nearly perfect that bankers can- 
not, if they wish, find loopholes for employing methods which may even- 
tually have serious consequences to their own businesses and to other 
members of society. If banking is to remain in private hands, there is no 
adequate substitute for the sound judgment of bank officers as a safe- 
guard against the improper use of credit; and it seems clear from past 
experience that an improvement in banking personnel must be an integral 
part of any advance in commercial banking. There is need for an imder- 
standing of the relation of commercial credit to the rest of our economic 
structure, and an appreciation of the fact that a loan may be sound and 
profitable in and of itself and yet, in conjunction with thousands of simi- 
lar loans by other banks, disastrous for the system as a whole. It was once 
the custom in a certain European country for the head of a wrecked 
bank to take his own life, instead of hiring a battery of lawyers to de- 
fend him or departing posthaste for foreign and sunnier climes. With- 
out going so far as to advocate sudi harsh measures, we are firmly con- 
vinced that our bankers must be made to recognize their obligations— 
that they must be brought to regard banking as a kind of public trust 
instead of, or at least as well as, a business conducted for private profit. 


1. What conditions must be fulfilled if elasticity of money and commercial 
credit is to be attained? 

2. “The function of money and credit is to facilitate but not to determine the 
nature and content of economic activity.” Explain. 

S. How was the Federal Reserve System, rmder the powers originally granted 
it, expected to control the expansion and contraction of credit? 

4. Were the powers vested in the System adequate for this purpose? 
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5. “Open-market operations and changes in rediscoimt rates are really only 
different phases of a single method of credit control.” Explain. 

6. How have Ae powers of the Federal Reserve System for controlling the 
expansion of commercial credit been strengthened in recent years? 

7. TT.vpipin the importance of ihe Board of Governors’ power to alter the re- 
serves required behind the demand and time deposits of member banks. 

8. Give some idea of the number of failures of member and non-member 
banks in recent years. 

9. What was the leading cause of member bank failures in the depression 
years of 1929-33? 

10. Recent banking legislation is said to have provided for the sraaration of 

commercial and investment banking. What is the meaning or this state- 
ment? ‘ 

11. How' did the Banking Act of 1935 change the terms on which member 
banks may borrow from Federal Reserve banks? Explain. 

12. Explain the federal plan to insure the deposits of commercial banks under 
the Banking Act of 1935. 

13. What problems arise in connection with a plan of deposit insurance such 
as we now have in the United States? Explain. 

14. Is deposit insxnance a necessary and desirable feature of a sound com- 
mercial banking system? Why or why not? 

15. What other changes affecting the safety of depositors were included in 
recent banking laws? Explain. 

16. Why do banking laws and regulations for credit control affect also the 
safety of depositors? 

17. Should all commercial banks be required to become members of the Fed- 
eral Reserve System? Explain. 

18. Present the arguments for and against branch banking as a solution of our 
banking problems in the United States. 

19. “A national system of branch banking should be adopted in the United 
States.” Discuss. 

20. Should we require that commercial banks limit themselves strictly to com- 
mercial banking? Explain. 

2<1. “Even the best of banking legislation ■will not necessarily give ns a sound 
system of commercial bamdng.” What more is needed, and why? 
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CHAPTER 85 


INVESTAIENT BANKING 


An inc3$ease in population tisually means an increase in economic ma- 
chineiy to supply the newcomers with commodities and services. An in- 
crease in individual piurchasing power, permitting the use, by those in 
the lower income groups, of comforts or minor luxuries which haye been 
denied them in the past, likewise leads to an expansion in productive 
facilities. Finally, every new invention of a practic^ nature— such as the 
automobile, air conditioning, or tdevision— means die construction of 
buildings and equipment that vuU promptly place the new good in the 
hands of all who are able and ^^’illing to buy. Hence, in all economically 
progressive countries there is a continual demand for fresh supplies of 
fixed capital with which to increase the output of economic goods. 

The Natobe of In\’estment Banking 
Funds to be expended for fixed capital may be, and sometimes are, 
provided by the business enterprisers who use them; and, again, they 
may be procured by enterprisers directly from private individuals who 
are looking for investments which they expect to pay them a satisfactory 
return from year to year. But financing of this kind— directly from saver 
to enterpriser— is likely to be on a radier small scale, and to relate to the 
individual proprietorship or partnership form of business organization. 
Also, in instances of direct borro^^ing the enterpriser is often personally 
acquainted mth those who intrust their funds to hini. 

frivesbnent Bankers.— It is much more conunon, however, to handle 
loans for fixed capital through banking houses that make a specialty of 
dispensing credit for permanent investments. Because of the need for 
agencies of this land in a rapidly growing industrial society, there have 
developed in the United States a number of investment banking con- 
cerns, whose job it is to gather together die savings of many individuals 
and place them at the disposal of the few who can use them to advantage 
m the conduct of business ventures. 

The process of collecting savings is carried on indirecdy in most 
cases. That is to say, investment bankers do not as a rule come into direct 
contact wth those whose funds they invest, unless the latter happen to 
be persons of great wealth whose accumulations are sufficiendy tensive 
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to warrant individual attention. For tiie most part, the established invest* 
ment banking houses secure their funds by ofiEering for sale the stocks 
and bonds of concerns that are about to be launched, or of established 
concerns that can use to advantage additional quantities of fixed capital. 

The “Selection” of Investments.— Tlie process of financing a large busi- 
ness undertaking is far from simple. For convenience in discussion, the 
process is often divided into three parts— selection, underwriting, and 
distribution. If a group of business men should need to secure many mil- 
lions of dollars' wortli of capital for a new industrial project— say, the 
manufacture of plastics or television receiving sets— or should they 
wish to expand tlie plant or equipment of a going concern, tliey would 
be likely to open negotiations with a great investment banking house, 
such as J. P. Morgan and Company, or Kuhn, Loeb and Company, and 
request that this financial concern undertake to fioat an issue of stock 
or bonds, or perhaps both. If the banking house has no intimate knowl- 
edge of the project in question, it would undoubtedly make a careful 
investigation of all pertinent facts before agreeing to finance the opera- 
tion. Of prime importance is the salability of the new securities, for 
investment bankers are seldom interested in buying stock and bonds 
which they cannot readily dispose of. But of almost equal importance 
is the safety of the project under consideration; for an investment banking 
house is known by the securities it sells, and its reputation is safe only 
as long as its customers are pleased with their purchases. Hence tlie need 
to ascertain that the business to be financed is entirely sound, and that 
its securities represent a safe as well as profitable investment. 

Of course, not all businesses are financed through investment banking 
houses, but most of the “corporate securities” are put on the market with 
their assistance. The significance of new issues of corporate stock and 
bonds is indicated in Table 37, in which such issues are compared with 
total new issues of securities in the United States, not including those 
of the federal government. 

“Underwriting” and ‘Distribution” of Securities.— If, with all necessary 
information at hand, the investment banking house decides to -undertake 
the task of providing the desired funds, it guarantees (or “underwrites”) 
the sale of the necessary stock or bonds, or both, within a specified time. 
The investment banker buys these securities from the company at a 
figure lower than the anticipated market price, so that he may reasonably 
expect to make a profit from their sale. Now comes the task of disposing 
of the securities. To this end, the investment house usually proceeds to 
form an “underwriting syndicate,” a temporary association made up ol 
a number of other investment houses that are given an opportunity to 
join in the sale of the securities in question. 

Each of the several underwriting concerns guarantees that certain 
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Tabls 37. — NEn- Capital Funds Raised bt Seccbixt Issues ie the United 

Stater 1930-1939 

(Source: Statistical Abstract qf the United States, 19i0, p. 303) 



Total New Issues * 

Total New 
Coiporate Issues 

1930 

$7,677,000,000 

$5,473,300,000 

1931 

4,022,900,000 

2,589,000,000 

1932 

1,730,300,000 

643,900.000 

1933 

1,033,700,000 

381,600,000 

1934 

2,212,300,000 

491,100.000 

1935 

4,752,300.000 

2.267,400,000 

1936 

6,254,300.000 

4,631,900,000 

1937 

4,001,300.000 

2,433,700.000 

1938 

4.457,900,000 

2,139,200.000 

1939 

5.836,700,000 

2,178,900,000 


* Including foreign and domestic corporations, foreign government issues, farm 
loan issues, state, municipal and territorial issues, but not issues of the United States 
government 

amounts of the securities mtII actually be sold. The original banking house 
now offers these securities for sale to ffie public at, of course, a higher 
price than was paid for them. If the entire issue is sold without dif- 
ficulty, each of the participating concerns is rewarded on the basis of the 
quantity that it indiiridually underwrote, or guaranteed. If, on the other 
hand, some of the securities remain unsold after a specified time, they 
are divided among the underwriting houses in proportion to their guar- 
anties, and are sold by each to investors on terms as advantageous as can 
* be secured. 

Underwriting, it ivill be seen, involves the principle of insurance, and 
is one of the many derices used in the business world for “spreading the 
risk.” An investment house would usually rather have a one-twelfth inter- 
est in each of a dozen good securities, than complete responsibility in a 
single stock or bond that has been issued in huge quantities. 

Investment bankers are sometimes called “security merchants,” the 
great banking houses that float issues of stocks and bonds being knowm 
as wholesalers and the smaller underwriting houses as retailers. The com- 
mercial banks also play an important part in the business of providing in- 
vestment credit, since they lend extmisively to investment banking houses, 
accepting as security for the payment of the loans the stocks or bonds 
that the tmder\vriters have taken over from the Morgans, the Kuhn, 
Loebs, and other large issuing concerns. 

Our organized security exchanges, such as the New York Stock Ex- 
change and the New York Curb Exchange, are another agency in the 
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distribution of securities. As soon as an issue is listed on an excliange, the 
exchange becomes a market place in which the security may be bought 
and sold. The promoters of an issue sometimes manipulate the market 
in such a way as to cause a gradual rise in the price. This is done by of- 
fering to buy the security at progressively higher prices day by day. 
Thus, a stock that is being manipulated by a "pool” of bankers who are 
interested in disposing of large numbers of shares might sell today at 
$30 a share, tomorrow at $30.25, the next day at $30.50, and so on. Cer- 
tainly no shares will be sold at less tiian the price offered by the pool, 
since holders of shares will naturally sell, if at all, at the highest price 
obtainable. As the price keeps rising, the general public, noting the steady 
increase and scenting big future profits, is drawn into the market and this 
new demand for shares aids materially in distributing the issue. This is 
one of the shady practices prohibited by the Securities Exchange Act 
of 1934, which we shall examine later in the chapter. 

Though not all of the securities issued through investment bankers 
are listed on the organized exchanges, the largest, most important issues 
are listed. At first, many of these stocks and bonds get largely into the 
hands of buyers who are speculatively inclined, and who are likely to 
sell out in a few weeks or months and pocket the gain to be realized 
through whatever price increase has taken place since die date of pur- 
chase. But once a stock or bond has become established as a dependable 
security paying a satisfactory return, it comes more and more extensively 
into the possession of investors, who buy primarily for the purpose of 
getting a steady income from their purchases. 

Reinvested Earnings,— Another important means of accumulating funds 
for the purchase of fixed capital is the reinvestment of part of the 
earnings of business concerns. It is now a very common practice for 
great corporations not to distribute to their stockholders in the form of 
cash dividends as much as has been earned in a given period, say a year. 
Not only does the successful business enterprise usually establish a sur- 
plus fund from which to meet deficits and pay dividends in unprofitable 
years, but a part of the profits of good years is often laid aside with the 
deliberate intention of using it for exp’anding the business— that is, for 
providing fixed capital. The growth of the Ford Motor Car Company 
from an original investment of only $28,000 to one measured in hundreds 
of millions was accomplished wholly through the device of reinvested 
earnings, no new capital funds having been added to the business except 
those withheld year by year from the tremendous earnings of this com- 
pany. 

While additions to new capital from reinvested earnings are not so 
large as the additions made through the sale of stocks and bonds, they 
nevertheless form a very significant part of the capital accumulations 
of this country. Of course, earnings that are allocated to surplus add to 
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the value of the business, and in the case of corporations are reflected 
in the enhanced value of the stock outstanding, provided no additional 
shares are issued. But boards of directors frequently issue stock dividends 
in lieu of cash dividends, and this action tends to hold do^vn the selling 
price of the shares. On the other hand, it puts new shares in the hands 
of the old stockholders, who if they wish may convert their new holdings 
into cash by selling them to others. But whether the new shares are 
held or sold, die new capital funds which they represent are in the pos- 
session of the corporation. With the use of these funds, expansion may 
proceed without the delay and expense that might be entailed had the 
corporation attempted to secure these funds through the sale of stocks 
and bonds. 

Agencies for the Collection of Savings.— By whom are industrial stocks 
and bonds purchased? Ultimately, of course, by the general public or by 
that portion of the public that earns more than it spends for consumptive 
purposes. But in most cases the savers of income do not invest it direcdy, 
but through an intermediate agency of one type or another. Commercial 
banks, savings banks, insurance companies, and endowed institutions 
of many lands have funds to invest from time to time. Since these funds 
are not likely to be called for soon, or to any appreciable extent, they 
are largely available for long-time investment, provided die investment 
is safe. 

Because many of these savings belong to persons of extremely limited 
financial resources, there is especial need for security; and certain in- 
stitutions, such as insurance companies and savings banks, are restricted 
in the uses to which their available funds may be put. Though the in- 
dividual investment in insurance or in a savings account is frequently 
small, the total accumulation of this land is great. For example, savings 
accounts in this country had reached, by 1940, the imposing total of 
nearly 26 billion dollars, which represented the savings of some 45 mil- 
lion depositors. 

It may be said, in conclusion, that approximately 15 per cent of the 
national income of the United States is saved every year. This means 
something like 15 billion dollars added to the total resources of the 
country in a ‘hoom” year, and about half this amount in a year of 
moderate depression. A large part of these savings is used for permanent 
investment in fixed capital, and is handled through the investment bank- 
ing process that we have sketched. 

Probi^ems of Investment Banking 

Many problems of individual and social significance have arisen in 
connection wth investment banking. One is the necessity of providing 
the greatest possible degree of safety for purchasers of the securities is- 
sued by investment banks. Investors must be protected from securities 
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that are fraudulent in character, and from security salesmen who grossly 
overstate the possibilities of the stocks and bonds they offer to the public. 

Anotlier important problem is to insure that investment banking shall 
be carried on efficiently and in a manner consistent with the public wel- 
fare. More specifically, this means tliat investment credit must hot be so 
extended at certain times and so restricted at others that its issuance 
becomes an important cumulative factor in causing business instability. 
It means, also, tliat tliis credit must be distributed among the industries 
seeking it, so as to coordinate the creation of new jjrodiictivc facilities 
with the desires of consumers. Finally, it is important that investment 
banks, in performing their function, shall not be permitted to get a 
strangle-hold on industry by threatening to witlihold needed credit if 
such control should be denied them. 

Safety for Investors.— Those who have securities to sell arc frequently 
more optimistic as to the future of their stocks and bonds than the situa- 
tion warrants. Consequently, many of the securities sold to the public 
have turned out to be worthless. Tliis failure of securities to live up to 
the representations of die sellers is by no means a new economic phe- 
nomenon. Indeed, it is as old as tlie corporation itself. The fleecing of 
the public dirough die sale of worthless securities has led to the adoption, 
by forty-three states and die District of Columbia, of laws regulating the 
sale of securities and, in some cases, providing for the recovery of losses 
incurred by those to whom diey have been sold in violation of law. 

But the uadespread purchase of stocks and bonds in the boom period 
preceding 1929, followed by the loss of an estimated 25 billion dollars 
by die American purchasers of valueless securities, brought the question 
of investment frauds to a head. The result was the passage of two federal 
measures, the federal Securities Act and the federal Securities Exchange 
Act. 

The Federal Securities Act.— The federal Securities Act was passed in 
1933. Its purpose was “to provide full and fair disclosure of die character 
of securities sold in interstate and foreign commerce and through the 
mails, and to prevent frauds in the sale thereof.” 

Without intending to interfere in any way with die enforcement of 
state legislation dealing with the sale of securities, this federal law was 
designed to insure that the buyer of stocks and bonds should be fully 
informed as to the standing of the company in which he was investing. 
The issuer of a security was required to file with the Securities and Ex- 
change Commission (a commission of seven members appointed by die 
President of the United States) a registration statement which contained 
all information about the security which an investor needed to know. 
Until this statement was filed, the security could not be sold or offered 
for sale through any agency of transportation or communicaticn in inter- 
state commerce or through the mails. Once die statement was filed, die 
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seller had to provide every buyer wth a prospectus, which in reality 
was a srunmary of the information contained in the registration statement 

The Act also provided for the civil liability of security issuers to in- 
vestors suffering losses, if the registration statement or prospectus con- 
tained false information or omitted material facts. All who shared in mis- 
leading the investors, including the issuing corporation, the original 
investment bank marketing the security, the underwTiters, and even ac- 
countants and other experts, were held liable. As originally passed, the 
liability provisions were very severe. Purchasers of securities could re- 
cover in court their full losses on the secmities, even though the false 
. information or omissions in the registration statement or prospectus were 
not the cause of the loss, or were only a partial cause. The Act permitted 
recovery of losses by anyone buying a security, whether or not he ever 
saw or relied upon the statement containing the false information or omis- 
sion. Each member of an tmderwriting syndicate was held liable to all 
purchasers of a security, including the customers of other members of the 
s}Tidicate as well as its own customers, and suit could be brought for the 
recovery of losses at any time wthin ten years after the public offering of 
the secluity. 

Appraisd of the Federal Securities Act— The federal Securities Act 
aroused a good deal of protest. There was general sympathy with the aims 
and purposes of the Act, but it was felt that the law was unduly severe 
in prescribing liability for security issuers and sellers. It ^vas held that the 
Act assumed guilt on the part of all connected with unfortunate security 
issues unless they could prove their irmocence, and that it would foster 
litigation, false claims, and nuisance suits. It was pointed out that not all 
information connected wth a brrsiness could be funiished to the Commis- 
sion and that a fact, originally omitted from the registration statement 
as rmimportant, might later appear to be material and relevant. Some 
critics even expressed a fear that the investment banking business might 
be practically exterminated because of the great dangers and liabilities 
that would have to be borne by corporations, investment bankers, and 
under^vriters. 

As a result of those protests, the federal Securities Exchange Act of 
1934 amended the federal Securities Act in several respects. The pur- 
chasers of new securities may now recover full losses, without regard to 
causation, imless the defendant can establish that the loss was not caused, 
or was only partly caused, by the false information or omissions of the 
registration statement or prospectus. If a person buys a security before 
the publication of tibe first twelve-months’ earnings statement of the is- 
suing corporation after die date of registration, it is assumed diat he 
relied on the information in the registration statement and prospectus. 
If the security is purchased later, reliance on the information must be 
proved. No member of an imderwiiting s)’ndicate is now liable for an 
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amount in excess of the aggregate price of his share of a security issue, 
and a suit to recover a loss must.be brought witliin three years after the 
public offering of the securities. 

It is diflBcult to say just what effect the Securities Act has had on the 
volume of new security issues. To be sure, the investment banking busi- 
ness has been at a low ebb since tlie enactment of the law, as well as for 
several years prior to its enactment, and many opponents of the Act have 
attributed tlie small volume of business to a fear of the consequences of 
enforcement. But this theory does not account for the decline in railroad 
and municipal financing, since these fields do not come under the pro- 
visions of the Act. Moreover, there are other and more plausible explana- 
tions of the decline. It is possible tliat investment bankers have been “on 
strike” in an effort to make the law appear unworkable. Many industries 
had already overdeveloped tlieir productive capacities and would not 
have been in the market for new financing in any case, while the oflBcials 
of some corporations doubtless decided that tlieir credit had deteriorated 
and were not anxious to assume the burden of further fixed charges. 
Monetary uncertainties and the lack of savings clamoring for investment 
may have been other factors entering into the situation. 

In general, there seems to be no reason why the law, as amended, 
should unduly restrain the legitimate issuance of investment credit.^ 
If well administered, it should be of considerable aid in providing safety 
for investors. However, further provisions of tlie Act may eventually re- 
quire amendment. It is contended that the information which corpora- 
tions must now supply is unreasonably voluminous. It would seem that 
adequate information could be obtained without a corporation having to 
furnish, as in the past, enough facts to fill ten to fifteen large bound 
volumes at an expense to the corporation of from $150,000 to $200,000. 
It is probable that suits under the Act should be heard only in the federal 
courts, and not in state courts as well. Finally, small underwriters should 
perhaps be allowed to rely on die statements of large investment houses, 
since it would be difiScult for the small firms to insure that the data 
given for registration and prospectus are full and accurate. 

The Securities Exchange Act.— The federal Securities Act was not ade- 
quate to protect all investors, however, for two reasons. First, it applied 
only to new security issues, and many investors lost their all by purchas- 
ing securities already existing on the exchanges. In the second place, 
while most bonds are publicly offered, many new issues of stock were 
formerly distributed through the security exchanges, often by manipula- 

^ But it does appear to have led to an increase in tlie number and percentage of 
security issues that are placed privately instead of being handled through investment 
banking houses. The private offerings of corporate securities mounted steadily from 
1934 to 1939, totaling more than 700 million dollars and almost 33 per cent of total 
corporate security issues in 1939. Cf. E. S. Mead, et al. The Business Corporation, 
New York, D. Appleton-Century Company, Inc., 1941, pp. 299. 300. 


INVESTMENT BANKING 


93 

tive practices of the type cited earlier in the chapter. For example, when 
an issue of stock was to be distributed, the first step was to register it, 
say on the New York Stock Exchange. Then the owners of the issue would 
make it appear active on the exchange, by hiring brokers both to buy and 
to sell the issue for the account of the owners. For a time they might have 
to buy more than they sold, so that the price of the stock would show 
a steady rise. But eventually the public, attracted by the activity and 
price rise of the stock, would come into the market; and then the brokers, 
by selling more shares than they bought, could distribute the issue at 
the artificially high price. 

The Securities Exchange Act, passed in 1934, aims to discoiuage such 
practices. Besides amending the federal Securities Act of 1933, as pre- 
viously noted, it requires all security exchanges, unless tempted by the 
Securities and Exchange Commission, to be licensed by the Commission 
after furnishing certain required information. Every security issue listed 
on the exchanges must also be registered with the Commission by the 
issuing corporation. The registration statements must contain facts in 
ten categories ehumerated by the Act, in addition to any further financial 
statements which the Commission may deem necessary. The corporations 
may also be asked to file certified reports periodically. The result is that 
many corporations are now required to register widi and furnish informa- 
tion to the Commission, although they would have been exempt from such 
obligations imder the federal Securities Act of 1933 because they have 
not recently attempted to issue new securities. 

Control of Manipulative Practices.— The Securities Exchange Act at- 
tempts to define, or give the Conunission power to define, the functions 
of brokers, dealers, and specialists, and forbids certain manipulative 
practices under penalty of $10,000 fine and two years’ imprisonment, 
or both. Under this Act, pools whidi are organized to make money by 
forcing the prices of certain securities up or down may no longer use 
publicity to advance their interests. They are prohibited from circulating 
false and misleading information about a security, from circulating any 
information, true or false, about prospective rises or falls in prices because 
of pool activity, and from paying anyone directly or indirectly for cir- 
culating such information. The creation of fictitious market activity is 
also forbidden. That is, it is now unlawful for any person, directly or in- 
directly, alone or with others, to effect a series of transactions in a reg- 
istered security creating actual or apparent trading in such security or 
raising or depressing its price to induce purchase or sale by others. It 
is illegal to use the facilities of the exchanges, or of interstate commerce, 
or to use the United States mails for such purposes. 

Corporate directors, oflBcers, and stockholders who o^vn 10 per cent 
or more of an issue of securities must file a statement wth the Commis- 
sion setting forth their holdings, and must report changes in ownership 
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during each montli. If officers and directors buy and sell the securities 
of their own corporations witliin a six-month period and make a profit, 
the gain belongs to the corporation and may be recovered by legal action. 
Moreover, these officers and directors are not allowed to make "short 
sales” of Ae stocks of tlieir corporations, in order to profit by declines in 
the prices of tliese securities. Short-selling, as a manipulative device, is 
brought under tire Commission’s control, to be regulated as it may deem 
advisable. It may require exchanges and exchange members to report 
short sales daily, and to report tire coverage of short sales. “Pegging” tlie 
price of a security, tlirough purchases by its sellers while the security 
is being marketed, is tolerated only under rules and regulations to be laid 
down' by the Commission. Finally, the Board of Governors of the Federal 
Reserve System'is given tlie power to control margin requirements for 
borrowing on securities. 

Administration of the Act.— In general, the regulation of stock exchange 
practices and activities under tliis Act is not particularly strict. The Act 
is rather vague, and its strength lies chiefly in its wise interpretation by 
those who administer it. If the Act is wisely and fearlessly administered, 
it should be of considerable benefit. Tlic regulation of trading activities 
is fairly closely in line with plans which the exchanges themselves have 
been slowly developing. Thus far, tlie Commission is admitted, even in 
financial circles, to have been quite reasonable and realistic in its inter- 
pretations and actions. It has left regulatory machinery in temporary 
form whenever it thought tliat additional factual material was necessary 
as the foundation of permanent policies, and has made clear tliat, rvithin 
reasonable limits, die exchanges would be allowed to police Uiemselves. 
It also prevented the removal of many securities from listing on the 
exchanges by permitting the temporary registration of securities until 
permanent registration could be arranged. 

Opponents of the Act point out that it attempts to regulate some ac- 
tivities which are necessarily difficult to uncover and prove. Operating 
as a curb on speculation, the enforcement of the Act may make die 
market for securities "thin” and subject to sharp price dianges in cer- 
tain periods. It is alleged that a market widi plenty of speculative activity 
is necessary if the exchanges are to function as continuous markets for 
securities— that is, markets in which securities may be quickly converted 
into cash at prices that measure their values accurately. Also, inactive 
markets are supposed to have a restraining effect upon the issuance of 
new securities. However, some observers are of the opinion that sharp 
swings in security prices are attributable to the activities of die specu- 
lators. It is very doubtful that real investors often need to buy or sell 
securities in large quantities on short notice, so that some of the alleged 
advantages of a speculative market are but shghtly realized by those 
to whom they are popularly supposed to be of greatest benefit. 
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The Total Volume of Investment GrediL— While important steps have 
been taken in the direction of providing safely for investors, very little 
has been done about the other problems in the field of investment bank- 
ing. One problem which must be feced in any economic system is that 
of the relative distribution of productive resources between (1) provid- 
ing for present consumptive wants and (2) providing for the future 
through the production of capital goods. So long as productive methods- 
remain the same and productive resources are scarce, we can enjoy a 
more abundant life in the future only at tiie expense of present con- 
sumption. The investment bankers play an important part in this situa- 
tion, since the sale of security issues is the principal way of securing 
funds •with which to buy fixed capital 

Unfortunately, however, the investment banking business is not stable, 
nor does it adjust itself easily to the chan ging demands of industrial so- 
ciety. Rather it operates by fits and starts. In times of business prosperity, 
investment credit flows in a veritable flood and often gets far in advance 
of current savings available for investment, since commercial banks 
frequently lend funds to customers so that they may acquire securities on 
the installment plan. Such periodic overextensions of investment credit 
are partly responsible for building up the business booms which in turn 
give way to depressions. At other times, the flow of investment credit 
dries up tmtil it is a mere trickle. 

Of course, the investment bankers are not wholly to blame for periods 
of over- and imder-investment, much less for business booms and depres- 
sions. Indeed, we have already seen that they are middlemen in the in- 
vestment process, acting in response to the demands of business for in- 
vestment credit and the demands of individuals and institutions for se- 
curities. The bankers could scarcely market securities in dangerously 
large quantities xmless corporations wanted huge amounts of investment 
credit and people could be found to buy die securities at such times. 
And security purchasers could not indulge their wild desire to get rich 
quick by buying stocks and bonds unless the commercial banks lent the 
frmds necessary to finance these purchases. However, we know that die 
ability of investment bankers to control the total volume of invesfinent 
credit is much greater than is commonly assumed. 

Those who engage in business in our modem economic system find it 
necessary to forecast future economic conations, such as the probable 
extent of markets and the prices of certain commodities. In days of 
prosperity, they become unduly optimistic and overestimate future earn- 
ings. This is as true of investment bankers as of business men in generak 
■^^Tien business is good, profits are large, security prices are mounting, 
and the future demand for consumption goods and the facilities for pro- 
ducing them seem unlimited, it is ea^ for investment bankers to exag- 
gerate the need for investment credit. And, unfortunately, their mistakes 
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may have wider and more serious repercussions dian the mistakes ol 
ordinary business men. It seems true, also, that the mistakes of invest- 
ment bankers are more Hkely to arise from a desire for private profit than 
fr om attempts to gauge the needs of the country for productive facilities. 

The Distribution of Investment Credit Among Industries.— Another 
problem in investment banking concerns the way in which these banks 
distribute investment credit among industries. Since the quantity of 
funds available in our economic society is not sufiBcient to finance all of 
the undertakings in which business men would like to engage, it is ob- 
vious that some enterprisers will get the funds that they want while others 
go without. And since most of our industrial financing today is done 
dirough the investment banking houses, it is equally obvious that our 
investment bankers exercise a large degree of control oyer production. 
In a very real sense, they hold the power of life and death over a large 
part of the productive activities of the economic world, since they are 
in a position to provide the funds that a given concern needs and insure 
its operation, or to veto its appeal and thus seal its doom. 

The best interests of society require that whatever capital funds there 
are shall be dispensed in such a way as to promote the most essential 
industries— that is, those which will contribute most to the welfare of 
society as a whole. But it is doubtful that this end can be attained so long 
as the distribution of investment credit is left in the hands of profit-seek-' 
ing individuals. Investment bankers are probably, on the whole, neither 
better nor worse than any other group of business men. But they cer- 
tainly are not particularly well equipped, from the point of view of so- 
ciettf s needs, to perform the function of granting or denying funds. They 
are trained in detecting money-making opportunities; and in deciding 
which economic undertakings are to be financed they are naturally at- 
tracted to those that give promise of paying large returns. Thus, fonds 
might be directed by profit-seeking bankers into the construction of 
palaces for multimillionaires, leaving none available for the building of 
“model apartments” for working people, even though the millionaires 
were already magnificently housed and the workers were living in slums. 

The Domination of Industry by Investment Bankers.— Investment bank- 
ers have often required, as a condition of issuing investment credit to a 
corporation, that the corporation appoint on its board of directors one or 
more members of the banking house, ostensibly for the purpose of in- 
suring the safety of the security issue. This requirement appears innocent 
enough on the surface, but .Americans in general were somewhat star- 
tled, some years ago, to learn that one investment house in this country, 
together with its dependents and allies, was represented by directorships 
in corporations with net assets of some 74 billion dollars, or about one- 
fourth of the total of American corporate assets. This power was cen- 
tered in the hands of some 167 persons in the banking house, and they 
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held 2450 interlocking directorships in corporations." It is difficult to say 
to what extent investment bankers control the policies of corporations 
at present, but certainly it would be socially undesirable for this con- 
trol to de\'elop so far diat a small group of private persons, acting as 
investment bankers, could dominate Ihe economic acti\ities of the coun- 
try. 

A Possible Solution.— If the investment b ankin g industry' refuses to con- 
duct itself in a maimer consistent with the public interest, we shall 
probably' be required e\'entuany to choose between further regulation 
on the one hand, and government ownership and operation of invest- 
ment banking on the other. Further regulation is, of course, the more 
conser\'ative of the alternatives. But it is by' no means dear tiiat further 
regulation would help greatly. It might aid in preventing the domination 
of industries by' investment bankers, but it is doubtful that regulation 
could prev'ent the recurrence of periods of over- and under-investment, 
or cause the bankers to distribute investment credit in accordance with 
social needs. Many' people contend that these problems are insoluble so 
long as investment banking rem ain*; in die field of free enterprise and 
is conducted for profit 

The socialization of investment banking would involve many' dianges. 
Complete control over the issuance of investment securities would prob- 
ably be vested in a government board created for the purpose. This 
boid would presumably be appointed by’ the President of &e United 
States. Its members would doubtless ser\'e long terms, which would ex- 
pire in rotation. Th^' would be paid adequate salaries and be required 
to SCT'er all private business cormecdons. The board would control 
the total volume of investment credit, the distribution of credit among 
industries, and the rates of return, if any, which the securities issued 
^vould guarantee to investors. 

In thi.*; way', it is claimed by' some people, the problems which we 
have discussed would be solved- The board would regulate the total 
volume of investment credit in accordance with the needs of sodety, and 
would not be induced, by any* considerations of profit or loss, to over- 
expand credit at certain times and limit it unduly' at others. Its aim would 
be to distribute credit among the industries of the country so that those 
which needed further development would be expanded, while the others 
would be held in check— for the members of the board would have no 
private reasons for preferring one industry' to another. Finally, the danger 
of domination of Ae countr\’’s economic acthity by a small group of 
private bankers would be removed. 

Criticism of the Plan.— But the control of investment credit by a gov- 
ermnent board would be a large undertaking. There are those who ques- 

- H. W. Laidler, “Have We a Money Trust?” in The World Tomorrow, Septem- 
ber, 1931, pp. 2S2-2S4. 
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tion that the government could control this phase of economic life ef- 
fectively, while leaving certain other phases to run themselves as in the 
past. They fear tliat the extension of government control to investment 
banking would inevitably result in bringing many other types of eco- 
nomic activity under public ownership, until finally a socialist state 
would be created. They point with scorn to the records of governments in 
business, which they contend demonstrate the inefficiency of government 
operation. They hold that the issuance of investment credit would be 
baekward, rather than progressive, so tliat new industries could not de- 
velop as at present, because of the government’s unwillingness to assume 
risks. They say tliat the issuance of investment credit would be involved 
in red tape and subject to political control, and political “pull” would be 
used in obtaining desired funds. 

Finally, tlie critics doubt that Uic problems of investment banking 
could be solved in tliis manner. A government board, like a private in- 
dividual, may be too optimistic at certain times and too pessimistic at 
odiers, so that the issuance of invc.slmcnt credit might be marked by 
large cyclical swings as in the past. Tlic problem of determining genuine 
needs for credit among the various industries would still be a difficult 
one, and mistakes would be made by a government board as well as by 
private bankers. Moreover, the board might come to dominate economic 
activity even more completely than our present bankers, so that we would 
be moving from one tj^e of domination to another and worse t)'pe, ac- 
cording to Uiese critics of public ownership. 

These arguments are not wholly comancing. Tlic criticism relating to 
political conditions and political control may have been valid in the 
past and may be so even at present, but the mere mention of the words 
“political control” scarcely constitutes an elTcclivc argument against tlic 
government going into business. So far as solving the problems of invest- 
ment banking is concerned, no one would contend that a government 
board would perform perfectly the task of controlling investment credit. 
It might issue too much or too little credit at times, and would probably 
make many errors in estimating the needs of various industries for 
funds. However, we should at least have the consolation of knowing 
that these mistakes were made by representatives of society trying to 
adapt investment credit to social needs, raUier than by private individuals 
seeking their own self-interest and guided only by die profit motive. And 
if economic activity must be at least partly controlled by an agency 
which issues investment credit, many people would doubtless prefer to 
have this control exercised by a group of men representing society as a 
whole, rather than by profit-seeking investment banking houses. 
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1. What is the function of the investment bank? 

2. Explain what is meant by the “selection,” “underwriting,” and “distribu- 
tion” of securities. 

3. Show Ae way in which fixed capital is provided through the reinvestment 
of earnings. 

4. What is the total volume of “saving accounts” in the United States? 

5. \Vhat percentage of the national income may we expect to be saved in this 
country in times of business prosperity? 

6. Explain how the problem of providing safety for security pmrchasers be- 
came acute in recent years. How did die federal Securities Act of 1933 
undertake to provide this safefy? 

7. Criticize the federal Securities Act both constructively and destructively. 

8. ^^Tiy was additional legislation necessary for the protection of security 
purchasers? How is the Securities Exchange Act of 1934 supposed to be 
helpful in this cormection? 

9. ^Vhat problem exists in cormection \vith the total volume of investment 
credit issued by investment bankers? In what respects are the investment 
bankers themselves responsible for the existence of this difficulty? 

10. It is “obvious that our investment bankers exercise a large degree of con- 
trol over production.” In what way? 

11. Is there wy danger that investment bankers may come to dominate the 
industries of the country? Explain. 

12. Can the problems of investment banking be solved while this business re- 
mams m private hands? 

13. ^\^lat advantages and disadvantages do you see in connection with the 
control of investment credit by a govemmenfed'board, as is sometimes pro- 
posed? Explain. 
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CHAPTER 36 


PRICE LEVELS 


The study of prices, as pursued by economists, follows two main lines 
of inquiry. The first of these seeks to explain the forces that determine 
the prices of individual commodities and services.^ Tlie second line of 
inquiry has to do with general, or average, prices. The general prices of 
one time are compared with the general prices of another time, and an 
' efFort is made to measure and explain any changes that may have taken 
place. The general prices of a given time— say, of the year 1942, or of a 
single monlb of that year— are frequently called a "price^level.” 

The Detection and Measurement of Price Level Changes 

General prices at different times, say in two or more different years, 
may be compared through the use of a device known as the “index num- 
ber.” 

The Making of Price Index Numbers.— Index numbers of general prices 
are constructed by choosing a base year, in which general prices are given 
a rating of 100, and then giving to prices of other years ratings either 
higher or lower than 100, depending upon whether the prices of those 
years are higher or lower than the prices of the base year. 

The principle of index numbers will be better understood. if we con- 
sider a simple table and describe, with actual prices, the manner in 
which the index numbers are arrived at. Table 38 is made up of the 
prices of five commodities for the years 1926, 19^0, and 1941. The prices 
here given are from wholesale quotations of those years. Wholesale 
prices are used because accurate wholesale quotations can be secured 
more readily than accurate retail* prices, and, moreover, they vary less 
throughout the country than retail prices. 

The year 1926 has been chosen as the base year. The individual prices 
of that year are added, and to this aggregate is given a rating of 100 per 
cent. The percentages for the other two years are arrived at by com- 
paring the aggregate prices of those years with the aggregate for 1926. 
Dividing the aggregate for 1920 ($1.79) by the aggregate for 1926 
($1.55), and multiplying by 100, we get the index number of 115 for 

^Individual prices w^ere dealt with in'vol. 1 (chaps. 12-17). 
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Tabi^e S8. — CoKBXBucnoN OP UioraiGHTED Index Ndmbebs 

The aggregate of the 1926 B-holesale prices of five commodities being used as a base, the 
“relatives” (or percentages) for 1920 and 1941 are computed by dividing the aggregates of 
the latter years by the aggregate of the base year, and multipljang by 100. The results are the 
unwei^ted index numbers for these years. The method is called the “relative of aggregates.” 


Commodities 

1 — — 

Prices per Unit 

1926 

1920 

1941 

Butter (per pound) 

.40 

.67 

.85 

Eggs (per dozen) 

.80 

.48 

.33 

Coffee (per pound) 

.58 

.15 

.18 

Lead (per pound) 

.08 

.09 

.00 

Cotton (per pound) 

.19 

.40 

.10 

Aggregate Prices 

$1.55 

$1.79 

$.97 

Unimgbted Indexes 

100 

115 

63 


1920. In like manner we arrive at an index of 63 for 1941. The index 
number for 1926, the base year, is, of course, 100. 

Weighted and Unweighted Index Numbers.~These diree index num- 
bers are “unweighted”; Siat is, the five commodities that we have used 
have affected the total index number in proportion to their prices per 
unit, and not in proportion to their relative importance in the total vol- 
ume of the country’s trade. But some items enter much more extensively 
into trade than others, and the large sales of such goods entitle them to 
special consideration in the construction of indexes. Consequently, it is 
now the custom to “weight” index numbers, multiplying the price of 
each commodity by a ninnber indicating its relative importance in total 
trade, so that the part played by each item in influendng the final 
index number is determined by the quantity of that commodity that is 
bought and sold. 

If we 'assume that the sales of butter, eggs, coffee, lead, and cotton 
amount to 20,000, 30,000, 10,000, 5,000, and 20,000 rmits, respectively, we 
may compute weighted index numbers which reflect more accurately than 
unweighted indexes dre changes that have taken place in general purchas- 
ing power. These revised index numbers, as is shown in Table 89, are 
100 for 1926, 140 for 1920, and 76 for 1941. 

There are at least a half-dozen index numbers in this country that 
have been constructed with care and are being kept up to date. Profes- 
sor Irving Fisher, of Yale University, publishes a weekly commodity index 
based on 120 items. Carl Snyder, of the Federal Reserve Bank of New 
York, for many years published a*'generaZ index (discontinued in 1940,) 
in which were included not only whsksde,and retail commoditiesi^but 
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Tabu: S9.— Construction of Weighted Index Numbers 

The individual prices are multiplied by the quantities sold. An ag^gate of these total prices 
is found for each year, and the index numbers are arrived at by dividing each of these aggre- 
gates by the aggregate for the base year, and multiplying by 100. The results are weighted 
index numbers. 


Commodities 

Units 

Sold 

Annually 

1026 

1020 

1041 

Unit 

Price 

Total 

Price 

Unit 

Price 

Total 

Price 

Unit 

Price 

Total 

Price 

Butter (per pound) 

20,000 

.40 

Ml 

.07 


.35 


Eggs (per dozen) 

30,000 

.30 


.48 

IQr ) j 

.33 


CoSee (per pound) 

10,000 

.68 


.16 


.13 


Lead (per pound) 

6,000 

.08 


.00 

Hk • j 

.06 


Cotton (per pound) 

20,000 

.19 

3,800 

.40 

IlgQSi 

.10 

2,000 

Aggregate Prices 



$27,000 


$37,760 


$20,600 

Wdgbted Indexes 



100 


140 


76 


many other items. One of the best indexes of wholesale commodity prices 
is that published by the United States Bureau of Labor Statistics. 

Snyder’s General Price Index.—As we have noted, Carl Snyder’s index 
of general prices included a wide variety of items. It was, indeed, an 
index of indexes, for Dr. Snyder computed his index niunbers from twelve 
separate indexes compiled by government bureaus, the Federal Reserve 
Bank of New York, and several other agencies. The twelve types of prices 
that went into the making of this general index were security prices, com- 
posite wages, retail food prices, prices of equipment and machinery, farm 
prices at the farm, automobile prices, wholesale hardware prices, rents, 
realty values, other cost of living items, transportation costs, and in- 
dustrial commodity prices at wholesale. Because it includes a wider va- 
riety of items than any other index of prices, this general price index is 
more nearly representative than any other of the “general price level,” 
and on this account we shall employ it in discussing the purchasing power 
of .money up to and including Ae year 1939. 

Wholesale Commodity Price Index of the Bureau of Labor Statistics. 
—We must take time, however, to describe briefly tbe index of wholesale 
commodity pric'es to which we referred above. For many years the Bu- 
reau of Labor Statistics has compiled, month by month, an index of com- 
modity prices, which is of importance not only because it is constructed 
with great care from a great many commodity prices, but also because it 
is cited so often in current newspaper and magazine articles. Probably no 
other index of prices is so widely used. It is now made up of the whole- 
sale prices of 813 commodities; and these commodities include farm prod- 
ucts, foods, hides and leather products, textiles, fuel and lighting, metal 

























FBICE LEVELS 103 

and metal products, building* materials, chemicals and drugs, house fur- 
nishings, and miscellaneous goods. The base year of the index has been 
changed b:om time to time as the Bureau has deemed desirable. At 
present, 1926 is the year on which the index is based. 

The number of items entering into an index is not a matter of hard and 
fast rule. Some indexes include many items and ofliers relatively few, but 
the exact number appears to be much less important than the exercise of 
care in choosing representative samples. Professor Fisher, who has ^vrit- 
ten widely on the subject, suggests that an index that does not include 
more than 20 items is seldom of much value. He regards 50 items as a 
much more satisfactoiy number. “After 50, the improvement obtained 
from increasing the nvunber of commodities is gradual and it is doubtful 
if the gain from increasing the number beyond 200 is ordinarily worth 
the extra trouble and expense.” * 

The index of the Bureau of Labor Statistics goes back as far as 1890, 
but the figures for years prior to 1926 are based on fewer commodities 
than are the figures since 1926; however, to quote an ofBcial statement of 
the Bureau, “they may be considered comparable for all practical pur- 
poses.” This index, like that illustrated in Table 39, represents a “relative 
of aggregates”; moreover, all of the items that have been used, unlike 
those of Table 38, have been carefully weighted by multiplying individual 
prices by the quantities sold in each year. 

General Prices and Purchasing Power.— In Table 40 are given the index 
numbers of general prices, of the purchasing power of the dollar, and of 
wholesale commodity prices, for the years from 1900 to 1940, inclusive. 
A comparison of Columns 1 and 2 shows that when the general price 
index is high the index of purchasing power is low, and vice versa. This 
is necessarily the case, since the index of pmrchasing power is obtained by 
dividing the general price index of the base year, 1926, by that of another 
year, and multiplying by 100. We see, then, that a United States dollar 
in 1911 bought 178 per cent as much as in 1926; but in 1920 it purchased 
only 88 per cent as much as in 1926. Judged by the 1926 standard, there- 
fore, the purchasing power of the dollar was great in 1911, but small in 
1920; and, judged by the same standard, the general price level was 
low (56) in 1911, and high (113) in 1920. 

Curves of Index Numbers.— The general price index and the index of 
purchasing power for each of these forty-one years are plotted in Fig. 
51, so that the price changes from year to year may be noted more 
readily. 

The horizontal line indicated by the index number 100 shows the 
kind of price “curve” we would have had, had there been no changes in 
general prices during the period in question. The curve indicating the 

® Irving Fisher, The Making of Index Numbers, Boston, Houghton MifiKn Com- 
pany, 1922, p. 340. 
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level of general prices which actually prevailed in these different years 
shows that from 1900 to 1915 general prices were fairly stable; that there 
^vas a sharp advance in general prices from 1915 to 1920, then a sudden 
fall to 1922; that from 1923 to 1930 general prices were again fairly 
stable, though on a much higher le\'el than between 1900 and 1915; and 
that after 1930 there was a steady dedine to 1933, followed by a slight 
upturn in 1934 which continued to 1937 but declined for two years 



1900 1903 1910 1915 1920 1925 1930 1935 1940 

Fig. 51.— Cenerai. Prices and Forchasing Power of the Doelab, 1900-1940 

(See Table 40) 


thereafter. The peak of prices was reached in 1920, when the general 
level of prices was about t^^’ice as high as before the first World War and 
consequently the purchasing power of the dollar \vas about half as great 
as in 1913. 

Changes in the Value of Money.— We have noted that the index of pur- 
chasing power of the dollar varies inversely with the general price index. 
VTienever the latter is higher than 100, the fonner is lower than 100. 
This fact is sho\vn graphically in Fig. 51. Ever}' adrance in general prices 
indicates a decline in the value of money, and wee versa. In 1920, for 
example, when the index of general prices was 113, the index of purchas- 
ing power was 88. This means that the value of the dollar was appro.xi- 
mately nine-tenths as great in 1920 as in 1926. The index of pur^asing 
power, then, is also an index of tiie value of mon^. 
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Possible Causes of Changes m Pbice Levels 

Our reference to money in the preceding paragraph suggests that 
money may have something to do with changes in price levels. This re- 
lationship between money and general prices is set forth in the Quantity 
Theory of Money. The theory states Aat general prices tend to vary 
directly v/ith the quantity of money— or, as some quantity theorists say, 
with the quantity of money and credit— in circulation. This means that 
if the quantity of money is increased, other things remaining unchanged, 
the price level will rise; and if the quantity of money is decreased, other 
things remaining unchanged, the price level will decline. 

The Equation of Exchange.— The “other things” to which we have ic* 
f erred are (1) the velocity of circulation of money, and (2) the volume 
of trade. The velocity of circulation refers to the “rate of turnover” or 
money, or the number of times that it is used in a given period.'We saw 
in an earlier chapter that money may have a turnover of twenty-five 
or thirty times a year; that is, the same dollar may be used in twenty- 
five or thirty purchases in a twelve-month period. The volume of trade 
relates to the total number of exchanges that take place in a given time; 
of course, an exchange is made every time a thing is bought or sold. 
With these facts in mind, we may set down a formula, which is known 
as- the “equation of exchange,” from which we shall exclude “credit” for 
the present, but include it later. We assume for the moment, then, that 
all goods are paid for >vith money. The equation of exchange, under these 

simple conditions, would be stated thus; P = MX. In this formula, P 

T 

relates to the price level, M to the quantity, of money, V to the velocity 
of circulation (or turnover) of money, and T to the volume of trade, or 
total number of exchanges. We have already noted that money is desired' 
ordinarily not for its own sake, but almost exclusively because of its use- 
fulness in buying economic goods. This being the case, it is probable that 
all of the goods that are offered for sale 'will exchange for all of the 
money that is available, since purchasers, in their desire to secure goods, 
will 'bid higher and yet higher prices for the goods they wish, until the 
limited quantity of money prevents further bids. 

Our equation of exchange is merely a convenient way of expressing 
this fact, and what it says in effect is that, for a given period of time, 
prices in general are determined by the relationship between MV and 
T. It will be apparent, therefore, that any change in M or V, without 
a corresponding change in T, will cause a change in P. If, for example, 
the quantity of money (M) should increase, the other factors remaining 
constant, the price level wll rise. An increase in the velocity of circula- 
tion (V), without change in the other factors, will have a similar effect. 
And if the volume of trade (T) should increase, without a corresponding 
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change in either the qu^tity of money or. the velocity of circulation (or 
both), the price level ^vill experience a decline. It is evident, then, that 
there is a relationship among diese three factors, and that a change in 
any one, without some offsetting change in either one or both of the 
others, is bound to affect the price level. As Professor Cassel puts it, 
“The existing quantity of money must involve a definite peifoimance of 
payments, to which ^e level of prices is obliged to adjust itself.” ® 

Examples of the Equation of Exchange.— The possible effects upon the 
price level of changes in the quantity of money in circulation, the velocity 
of circulation, or the volume of trade, may be illustrated by several ex- 
amples. Let us assume, in order to make our conditions very simple, that 
the total amount of money in circulation is $5000; fhe velocity of circula- 
tion is 30; and the total trade is 150,000 “goods units,” every goods unit 
being exactly like every other, and each consisting of 1/150,000 of the 
total quantity of every kind of economic goods entering into trade during 
the period under consideration.^ Under these conditions, the price of a 
goods unit may be ascertained by retjourse to our formula. Substituting 
the kno\vn quantities for M, V, and T, we have the following equation: 

P = $5000 X 30 ^ rjtjjg price of a goods unit, therefore, is $1.00.^ Since 

a . goods unit represents all lands of goods, we may say that a unit of 
goods in general sells at this time for $1.00; and by giving to this amoimt 
an index number of 100, we may compare prices at other times with 
prices at this time, provided we have specific figures to substitute for the 
symbols in the equation of exchange. 

If we suppose, by way of illustration, that a year later die quantity 
of money was twice as great as in the above example,’ but that there 
had been no change in V or T, a simple calculation will show that the 
price of a goods unit would be $2.00, and the index number 200; and if 
the quantity of money were to fall to $2500, with no change taking place 
in the other factors, the price would necessarily drop to 50 cents, and the 
index number to 50. 

If M and T were to remain constant at $5000 and 150,000, respectively, 
while V (the velocity of circulation of money) changed from 30 to 15, 
we should again have a goods unit selling at 50 cents, and the index 
number of general prices would be 50. If M and V should remain con- 

® Gustav Cassel, The Theory of Social Economy, New York, Harcourt, Brace & 
Company, Inc., rev. ed., 1924, p. 426. 

* The assumption involves the supposed division of the whole of every kind of eco- 
nomic goods that is sold (Both commodities and services) into 150,000 equal parts, 
and die combination of one fractional part of each of these items into a single unit, 
which we are calling a goods unit. Each goods unit would then consist of 1/150,000 
of die total volume of trade, and would therefore represent not only all items but also 
the proportion to which every item entered into trade. Readers who are familiar with 
Professor Fisher’s "goods dcmar” or “commodity dollar” ^vill note here a family re- 
semblance to that well-known concept 
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stant, while T increased to (say) 300,000 units, then once more the price 
per goods unit would be 50 cents, and the index number of general prices 
would be 50. 

These simple calculations demonstrate that a change in P may be the 
result of a change in M, V, or T, or a combination of changes in these 
three factors of the equation. Because we assiuned that the total volume 
of trade consisted of goods units, there can be no question that the prices 
about which we have been talking are general prices, or price levels. 
Since we took as a base the period in which a goods unit sold at $1.00, 
we were justified in placing the index number for that period at 100; 
and from this point it would follow logically that the index for the second 
period (with a goods unit selling at $2.00) would be 200, and the indexes 
for the remaining three periods must be 50. 

“Credit” in the Equation of Exchange.— It is now necessary to make a 
modification in our equation of exchange as it has been described, since 
prices are affected not only by the quantity of money available for tire 
purchase of goods, but by the quantity of credit as well. Indeed, credit 
plays a much greater part than money in influencing the price level, 
since the quantity of deposit currency available for the purchase of 
economic goods of various lands is many times as great as the quantity of 
money actually in circulation. The general nature of the equation, how- 
ever, remains unchanged. All that needs to be done is to insert two new 
factors, M' for credit, and V' for the velocity of turnover of credit' The 

MV 4- M'V' 

formula, as revised, is as follows: P = — If all the factors 

T 

of this equation except P are known, this unknown factor (representing 
the price level)' may be ascertained just as readily as in the simpler form 
of the equation. 

The Quantity Theory of Money.— It is obvious, therefore, that the 
changes in the price level are brought about through changes in one or 
more of these several factors. Unfortunately, it is not possible to say with 
great exactness to what extent these factors do change from time to time. 
It is the contention of a group known as the “quantity theorists” that the 
important changes in price levels result from changes in M and M', which 
are usually grouped- together under the title, “circulating media.” It will 
be recalled that there is a relationship, though not 9 . very exact one, be- 
tween money and credit, since credit, which exists chiefly in the form of 
deposit ciurency, is based upon money in the form of bank reserves; so 
that, within certain rather wide limits, the quantity of credit is fixed by 
the quantity of money. 

The quantity theorists believe that changes in the velocity of circula- 
tion are not of suflScient importance ’to affect the price level greatly; that 
is to say, they are of the opinion that fluctuations in the velocity of cir- 
culation do not prevent the dollar from being employed just about as 
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general prices from 1900 to 1913. During this period the index numbei 
rose from 44 to 58, 1926 being used as tlic base year; and during tin’s 
same period tliere was a steady increase in both money and credit, result- 
ing from the increased production of gold which had its beginning in tlie 
latter years of tlie nineteentli century. Finally, an examination of money 
and bank’ deposits for 1929 and 1933 shows an increase of about a half 
billion dollars in tlie quantity of money during this period, but a decrease 
of eight billions in tlie volume of demand deposits. This substantial net 
decrease in total circulab’ng media in the United States was accompanied 
by a decline in the price level from 105 to 75. To quantity tlicorists the 
concurrent decline in the price level and the volume of circulating media 
appears to suggest a causal relationship between the two, and to provide 
furdier confirmation of the soundness of tlie quantity theory of money. 

However, what we have said about high general prices going hand in 
hand with a large total volume of circulating media, and low general 
prices with a small total volume of circulating media, must not be thought 
to constitute conclusive proof tliat the volume of money and credit is 
the cause, and die price level, high or low, the effect. Indeed, there are 
a good many economists of high standing who believe that the opposite 
is true, and that changes in the total volume of circulating media may be 
the result of changes in general prices— that it is changes in P diat lead 
to changes in M and M', and not the reverse. But it- is safe to say diat 
there are few, if any, who would deny that die general level of prices, P, 
is aflFected by changes in M and M', provided all odier factors in the 
equation of exchange remain fixed. 

Effects of Fluctuations in Piuce Levels 

We may now examine briefly some of the results of changes in general 
prices. It should be remembered, first of all, that, barring transitional ef- 
fects', it matters litde whether prices are high or low. The equation of 
exchange shows that all goods entering into trade wll exchange for all 
the money and credit in circulation. If, therefore, die quantity of circulat- 
ing media of one period were double that of anodier period, widi trade 
and velocity of circulation remaining unchanged, the price level would 
be just twice as high as it had been. Doubling the amount of circulating 
media, then, means a doubling of general prices, if V, V', and T have 
not been affected; and it means also that a given standard of living now 
costs approximately $6000 instead of $3000, or $20,000 instead of $10,000. 

But if this new price level should remain unchanged for a considerable 
length of time, wages and other forms of payment would also tend to be 
twice as high as they had been. We would Aen give twice as many dol- 
lars (or “counters”) for a given amoimt of goods as were required to make 
the purchase prior to the increase in general prices; but no hardship 
would ensue, since wages and salaries would also consist 'of twice as 
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many dollars (or counters) as had been received before the rise in prices 
took place. We see, then, that it is the transitional effects— ihe results of 
sudden and extensive price fluctuations— that cause the trouble that is ex- 
perienced on account of changes in price levels. High prices and low 
prices are equally harmless, if only one or the other, once adopted, ^vill 
“stay put.” But changes in price levels may result in genuine hardship for 
some and imeamed gains for others. 

The Hazards of Long-time Credit.— These gains and losses are likely to 
occur whenever there is an extension of credit over a period of years 
during which changes ‘in the price level occur. In lending or borrowing 
money, it is really pmchasing power which is loaned or borrowed. If a 
business man had borrowed $1000 in 1913 and repaid the loan in 1920, 
the amount of purchasing power returned to the creditor would have 
been 51 per cent of the amount received in 1913, and the creditor would 
have been the loser by $490. If, on the other hand, tihis loan had been 
made in 1920 and returned in 1928, -the borrower would have returned to 
the creditor $1102 in purchasing power, instead of the original $1000 bor- 
rowed, because of the decline in general prices. And if he had waited 
tmtil 1933 -to return the loan, he would have paid back $1000 in money 
hut more than one and one-half times as much purchasing power as he 
borrowed, since the $1000 in 1933 would have bought about as much 
economic goods as $1510 in 1920. 

These simple illustrations show that debtors gain by paying their obli- 
gations when prices are high, and lose by paying when prices are low. 
Business men are borrowing all the time, sometimes to meet current ex- 
penses and again for the purpose of making additions, to equipment. 
Changes in price levels may have serious consequences to such individ- 
uals if they happen to borrow when prices are high in order to make 
improvements, for, as we have seen above, diey may have to repay the 
loans when prices are low, and this means that thfey must pay back more 
purchasing power than they received. Hence, creditors gain by reason of 
declines in the price level, provided the jail in prices does not make it 
impossible for the debtors to make payment. This proviso is important, 
for sudden and great fluctuations in price levels may make it impossible 
for debtors to meet their obligations, and force them into bankruptcy. 
In such event the creditors are, of course, far worse off than though 
the price level had remained imchanged, or had even risen so as to make 
the repayment of loans easy, in the manner described in the preceding 
paragraph. 

The J^oblem of Fixed Money Income.— Sharp rises in price levels also 
have serious effects upon persons living on incomes &om fixed money 
obligations. We may take the example of a retired business man living 
in 1913 on an annuity of $6000. With prices as they were at that time, 
he could live quite comfortably on this amount But in 1920 those same 
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6000 dollars would buy only as much economic goods as he could have 
secured in 1913 for $3060, and his standard of living, of necessity, would 
have dropped accordingly. However, if he was still alive in 1933, he 
found that much of his lost purchasing power had come back. For his 
$6000 in 1933 had 50 per cent more purchasing power tlian in 1920, since 
the index of purchasing power for 1933 was 133, as against 88 for the 
earlier year. Tliis illustration could be extended to include all persons liv- 
ing on annuities, pensions, insurance benefits, or interest from bonds; 
all institutions (such as colleges) operating largely on endowments; and, 
to a somewhat lesser degree, salaried workers as contrasted with wage 
earners. 

The Plight of tlie Salaried Worker.— The tenn "salaried worker” refers 
here to types of wage earners whose incomes are on an annual or monthly, 
and not upon a weekly basis. This classification includes, of course, 
teachers, preachers, government employees, office workers, and a host 
of others. The important fact about Ae incomes of tliese persons is that, 
while salaries may change somewhat to meet changes in price levels, they 
almost invariably change very slowly. There is, for example, the case 
of the college teacher who in 1913 was receiving a salary of $2000. This 
was a very small income, to be sure, but with strict economy he was able 
to make ends meet. By 1920 his salary had increased to $3000; but be- 
cause of the tremendous increase in prices he could buy with tlie larger 
salary only as much as $1530 would have bought him in 1913. This is a 
typical example of the difficulties in which salaried workers find Uiem- 
selves in a period of rapidly increasing prices. 

The Case of the Wage Earner.— Skilled artisans and common laborers 
are usually referred to as "wage earners,” in order to distinguish them 
from salaried workers. The wage earner is often, fhough not always, paid 
on a weekly basis, and the income he receives is the result of frequent 
bargainings. In many instances, wage earners belong to trade unions, and 
wage agreements are drawn up by officials of the unions every year or 
two, or as often as every six months. As a consequence of these frequent 
bargainings over wages (which take place wiUi unorganized workers 
also), the earnings of the wage earners are more likely to keep pace 
with rising prices than are the earnings of salaried employees. Neverthe- 
less, it is a fact, as may be seen by an examination of statistics, that in- 
creases in wages usually lag behind rises in prices. A wage agreement 
continues in effect, let us say, for six months; but during the six-month 
period prices may increase materially, and thus cause the wage earner 
to lose out to some extent so far as purchasing power is concerned. The 
point is expressed in the well-knovm saying, ‘Trices take the elevator,' 
while wages climb the stairs.” 

It should be noted, however, that the money incomes of certain classes 
of wage earners may at times rise faster than the cost of living in periods 
of rising price levels. Government figures show that the cost of living 


PRICE LEVELS 


ii3 

ia Ae United States as a whole rose only 7 per cent between August; 
1939, and June, 1941, but the average weekly earnings of workers in 
ninety manufacturing industries increased 30 per cent in this period. 
These larger money. wages are accounted for by greater regularity of 
employment, an increase in the length of the working week, by some 
workers “moving up from lower to higher paying positions as the de- 
fense industries called for increasing numbers of. skilled and semi-skilled 
workers,” and by some increases in wage rates due to the greatly in- 
creased demand for labor in essential defense industries.® We see, there- 
fore, that— in many cases at least— these larger earnings do not represent 
increased incomes for the same amount and the sarne grade of work. 
Moreover, the gains in real wages that come to some wage earners at 
the beginning of a period of rising prices may vanish fairly promptly, 
and even those who are thus specially favored are likely to lose out in the 
long run through the failure of their money wages even to keep pace 
TOth the mounting cost of living. 

The ££Fects of Falling Prices.— Our attention has been centered chiefly 
upon the results of rising prices, because increases in prices have par- 
ticularly serious eflFects upon persons of relatively small incomes. When 
prices fall, the effects are the reverse, of course. Purchasing power, which 
has shrunk during the upward course of prices, expands again when 
prices are on the do\vnward trend. It might be supqposed that a balance 
would be reached in this way, but; so far as a given individual is con- 
cerned, there is no assurance that he will regain through falling prices 
anything like as much as he has lost through a rise in the price level' 
And it should be observed that, though -salaried employees and wage 
earners ordinarily gain in times of falling prices if they hold their jobs, 
the fact is that unemployment is often painfully extensive at such times, 
as was shown during the period of declining prices and increasing un- 
employment foIlo^ving 1929. 

Business men who have goods to sell are usually gainers through ad- 
vances in the price level, 'since their costs of production ordinarily, do not 
increase so fast as the selling price of the finished product increases. As 
a consequence, business men sometimes welcome rising prices, since 
they feel that the gains made on the upgrade ^vill be greater than the 
losses which are incurred when prices again decline. This is a matter 
which we shall, touch upon again in the next chapter. 

Proposed Solutions of the Problem of Price 
Level Chances ' 

Because of the disadvantages of changes in price levels, such as those 
which we have outlined, attempts have been made to discover a remedy 
for what many consider a serious economic disorder. .In general, die pro- 

^Cf. Meyer Jacobstein and Harold G. Moulton, Effects of the Defense Program 
on Prices, Wages, and Profits, Washington, Brookings Institution, 1941. 
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posals have been of (avo kinds. First, plans have been suggested for les- 
sening die evil effeets of price level changes witliout eliminating the 
changes in price levels tliemselvcs; and, second, tlierc have been pro- 
posals for stabilizing prices tlirough the control of die circulating media 
(M and M')* 

The “Market-basket Plan.”— One of the most interesting suggestions 
for avoiding die harmful effects of price changes is known as the “market- 
basket plan.” The Philadelphia Rapid Transit Company used this plan 
for more dian a decade to guarantee its employees a stable standard of 
living; but it was abandoned when this corporation was reorganized as 
the Philadelphia Transportation Company. Tlic plan was designed to 
keep wages and prices always on the same level. Since the price level 
could not be controlled by the Philadelphia Rapid Transit Company, diis 
company did what appeared to be die nc,\t best thing; namely, it in- 
creased wages as the price level rose, and decreased wages as the price 
level fell. 

The market-basket plan used an index number based on 184 ardcles 
which were in sufficiently "general use to influence accurately the 
changes in -the purchasing power of di6 employee’s dollar.” Among these 
items were “rent, shirts, stockings, nut coal, kerosene, brooms, sewing 
machines, pork chops, gas, tobacco, quinine pills and haircuts.” From 
time to time the articles used in mab’ng die index number were priced 
in the stores and markets patronized by P.R.T. employees. If, at the close 
of die year, prices were found to have varied as much as 5 per cent, 
the basic wage was changed to -meet this variation. It was contemplated, 
therefore, that changes in wages would ordinarily be made only once 
a year; but a variation of 10 per cent or more for a period of diree mondis 
was met by a corresponding change in money wages. 

The purpose of the plan, as stated by die company, was "to assure to 
the employee and his family dieir present standard of living, in bad times 
as well as in good.” This did not mean that P.R.T. employees had no 
opportunity to improve dieif standard of living. Wages could still be 
increased, as before, by convincing the management that higher wages 
should be paid. The P.R.T. market-basket plan simply assured the em- 
ployee that his standard of living would not be affected by such a force 
as fluctuating prices, which were wholly beyond his control. 

There would seem to be at least two possibilities of serious trouble in 
operating a plan of this kind; If prices, and consequently wages, took a 
pronounced drop (say, to the extent of 20 per cent), it would probably 
.be diflBcult to convince the employees that they were not being imposed 
upon. For the average worker finds it hard to understand tliat $32 a 
week with a low price level means as much purchasing, power as $40 a 
week when the price level is higher. And if prices rose greatly (say, to 
double their base level), though the employee would surely ndt object 
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to receiving $80 a week in place of the usual $40, it would probably be 
dfficult for the company to secure sufBcient revenue to enable it to 
advance wages to this extent. 

DifBculties such, as these were foreseen by the Fhiladeljphia Hapid 
Transit Company when the plan was inaugurated, but the obstacle which 
finally emerged was of a somewhat different type. The decline in general 
prices which followed 1929 was accompanied by several P.R.T. wage cuts, 
based on their curve of falling prices. But in June, 1932, it was neces- 
sary (because of gready reduced revenue resulting from the depression) 
to cut wages slightly below .the point indicated by the price curve. In 
the face of this emergency, the market-basket plan was suspended tem- 
porarily. One year later, when both revenue and general prices had in- 
creased, the plan again went into active operation, with a rise in wages 
which brought the purchasing power of P.R.T. employees once more up 
to the level of predepression days, and continued to function until the 
company was reorganized. 

Multiple Standard of Deferred Payments.— A second plan for avoiding 
evil effects of price changes, which we shall not be able to examine in 
detail, relates to long-term credits. It is called die Multiple or Tabular 
Standard of Deferred Payments, and is similar in general principle to the 
P.R.T. Plan. The idea is that delrtors, in meeting their obligations, should 
pay to creditors not the number of dollars, hut the quantity of purchasing 
power, that they have borrowed. If, under this plan, $1000 were borrowed 
in 1913 and repaid in 1920, the payment would not consist of a mere 
$1000 (which would represent in 1920 about $510 of purchasing power 
on the 1913 basis) but $1950 (which in 1920 would buy as much as 
$1000, the amount borrowed, would have bought in 1913). 

Without going further into plans of this land, it may be said that 
there would be numerous difiBculties in the actual working out of such 
plans as we have reviewed. We have noted several of these difBculties. 
Still another is that of finding a thoroughly acceptable index for measur- 
ing price changes. It would appear that arrangements such as these are 
scarcely feasible so long as ffiey are adopted by only a few persons or 
organizations. 

■ The "Stabilized Dollar.”— Another attempt to solve the problem of 
changing prices is to stabilize prices dirough the control of the circulating 
media. One of the best-known plans of this type is usually referred td as 
the “stabilized dollar” or “compensated gold dollar,” and has been as- 
sociated with the name uf Professor Ir\mg Fisher. 

We can give here only the barest outline of the plan. We have seen 
that a rise in prices means a fall in the value of gold, and vice versa.. 
Professor Fisher wants a dollar which ^vill always buy the same amoimt 
of goods, and he proposes to get it by increasing or decreasing the 
ambunt of gold in die dollar as prices show a tendency to rise or fall. 
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The plan includes: 

1. A monihly index number. 

2. The removal of all gold from circulation, and the use of circulating 
media consisting only of gold certificates. 

3. A variation in die amount of gold that a “gold certificate” will 
command at the mint, this variation corresponding- to general 
price changes. 

We may see how the plan would presumably work, by assuming that 
all money in circulation is represented by one dollar, and thaLthe index 
number is 100. Now let us suppose that the index number rises to 110. 
This means, of course, that sellers of goods are no longer willing to ex- 
change their products for the amount of gold contained in a dollar, but 
demand the amount of gold contained in $1.10. Since gold is thus actually - 
less valuable than it has been, a gold certificate called a “dollar” should 
command more actual gold than it formerly did. Professor Fisher would 
make this literally true; the gold certificate presented at the mint when 
the index number is 110 would in fact command 10 per cent more gold 
than it commanded when the index number was 100. 

And now, since the gold certificate does exchange at the mint for 
the amount of gold demanded by sellers for their goods, namely, 110 
per cent of the former amount, it vwll readily exchange for the same 
amount of goods as before the rise in the index number took place; for 
sellers are now getting in each gold certificate the amount of gold that 
they are demanding. In this way prices would forever remain unchanged, 

. as expressed in gold certificates; or, more correctly, prices would always 
tend to fluctuate about the index number of 100. 

Control of Credit by the Federal Reserve System.— The most serious 
objection that has been raised to Professor Fisher's “stabilized dollar” 
is based upon the fact that most business today is transacted with, credit 
and not with gold. While there is a relationship between the volume of 
credit and the quantity of gold, because of ’ the existence of gold reserves 
on the strength of which credit is so largely issued, this relationship, 
according to some economists, is not sufficiently dose to bring about 
the results which Professor Fisher predicts. 

Consequently, it has been proposed by many students of the problem 
that prices be stabilized through the control of credit by the Board of 
Governors of the Federal Reserve System. Since at least 90 per cent of 
the business of the country is conducted on the basis of credit, this seems 
to be a logical spot for attack. Much of this credit, as was explmned in 
earlier chapters, is extended through the rediscounting process' prowded 
by the Reserve System, which permits member banks to expand their 
credit by giving commercial paper as security. ' 

We have seen also- that the Federal Reserve System can encourage ‘or 
discourage the rediscounting’ of commercial paper by lowering or rM^g 
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flie rediscxjunt rate and in this way can control, to some extent at least, 
the amount of credit (or M') in circulation. If the price level shows a 
disposition to rise above what the Board of Governors regards, as normal, 
an increase in the rediscoxmt rate will tend to contract credit and bring 
the level down; and an increase in tie reserves required by the Board 
against demand deposits ^vill have a similar effect. On the other hand, a 
decrease in the rediscount rate ^vill have the effect of 'encouraging an ex- 
tension of credit and thus bring about a rise in the price level. But tius 
is not die whole story, for, as we have already seen, the Board of Gov- 
ernors may encourage or discourage the extension of credit by member 
banks, by lowering or raising the legal reserve rates for demand deposits 
and by engaging in open-market operations. 

Control of credit through the Board of Governors seems to offer the 
most thoroughgoing, and in some respects the best, plan that has yet been 
advocated for the stabilization of the price level. But the task of con- 
trolling the price level through credit control would not be an easy one; 
on the contraiy, it would involve the assumption of tremendous responsi- 
bility by the Board, and the necessity of meeting ibe objections of those 
^whose individual interests would at times be threatened by measures 
adopted by the Board in protecting the interests of society in general. 
The level at which to stabilize would cause a terrific amount o£ con- 
troversy, as is evident from the criticism that was directed at President 
Roosevelt’s proposal in 1933 to raise general prices before trying to 
stabilize them. We have already ^oken of the problem of arriving at an 
index which would win general approval. As for evidence of conflict be^ 
tween individual and public interest, and of pressure that certain groups 
would attempt to’ exert upon the Board, we have only to refer to 1928 
and 1929, when every effort of the Board to curtail creto was denounced 
by one group or another as a move which would discourage business. 

Of course, the fret that a task is difficult of accomplishment is no ade- 
quate excuse for failing to xmdertake it, if the goal to be reached is 
really worth while. We are doing our best, in modem times, to lessen 
the uncertainties of life through such devices as insurance. The risks 
due to price fluctuations have been very great, and ‘the consequences 
of general price changes have borne heavily upon many members of 
society. It would seem, then, that this element of hazard should, if pos- 
sible, be eliminated— though this would mean the disappearance of a 
large part of business ’proflts, which (as We saw in Chapter 22 of Volume 
1) arise out of the uncertainties of economic life. That price fluctuations 
should be controlled was obviously the view of a group of bankers who, 
some years ago, passed the foUosving resolution: “It is the self-evident 
duty of the [Board of Governors] to administer the Federal Reserve ac- 
count in such a maimer as svill safeguard the nation from inflation. and 
deflation in the future, and we heartily approve of sincere efforts being 
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made to find and apply die best legislative method for safeguarding the 
purchasing power of money.” ® 

War-time Control of Prices.— The abnormal conditions that prevail 
when a nation is carrying on or preparing for war are almost certain to 
lead to a sensational rise in the price level; The precipitate rise in gen- 
eral prices from 1914 to 1920, and the post-1940 increase that accom- 
panied the all-out defense effort against totalitarian aggression, are cases 
in point. 

The mobilization of a great modemjiation for war requires huge gov- 
enunental purchases of goods to be used by its military, naval, and air 
forces. It is likely to meet these unusual expenditures, in large part, by 
borrowing through the expansion of bank credit; and it may even find it 
necessary to issue paper money in large amounts. The consequence is 
an expansion of money or credit, or both, at a more rapid rate than the 
expansion of production. Business rrren borrow from banks so that they 
may expand gready their purchase of raw materials, in anticipation of 
shortages or price increases. The fear of shortages and price increases 
may also cause consumers to spend their money incomes niore promptly 
than usual and thus speed up the velocity of circulation. Moreover, the ^ 
amount of these money incomes is larger than usual, for business men 
raise wages by competitive bidding for labor; and these wage increases 
add still further to the total quantity of circulating media. The whole 
situation— as we have already noted, and shall emphasize again in the 
following chapter— is one in which there are many forces tending to push 
prices ever higher. 

War-time conditions seem to call for strict measures of control if the 
price level is not to get out of hand. The ideal solution would be to finance 
the war by means of taxation. If, for example, the government needed 
$25,000,000,000 out of a $100,000,000,000 national income for war pur- 
poses, it would be desirable, in many respects, to reduce ordinary pro- 
duction by that amount, levying taxes which would convert 25 per cent 
of the nation’s production into the sinews of war.- Since high taxes are 
always unpopular, it might be more expedient to adopt lower taxes and 
finance the war in part by means of enforced savings.’’ In this, event, the 
government would take over a portion of individual incomes,- promising 
to return the amounts withheld after the emergency had passed. Yet an- 
other non-inflationary method of raising war funds is by selling bonds, 
provided of course they are paid for out of current (and not borrowed) 
income and are both non-exchangeable for economic goods and ineligible 
as a basis for making loans while the emergency lasts. 

These methods of war financing have the special merit of transferring 
purchasing power from individuals to the government, reducing ordinary 

® Iowa Bankers’ Association, in convention at Ames, Iowa, 1923. 

^ As proposed by John Maynard Keynes and others. 
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consumption by an amount equal to the increase in tear consumption, and 
discouraging an expansion in the total volume of circulating media. If 
they were supplemented by the measures which the Board of Governors 
of the Federi Reserve System may employ in controlling the expansion 
of credit, and if the government abstained from the issuance of fiat money, 
it seems likely that the price level could be kept ^vithin reasonable hounds. 
Of course, the prices of some individual commodities would rise in re- 
sponse to unusual conditions of supply and demand, the prices of war 
materials bought by the government might have to be set by governmen- 
tal agencies to prevent &em froin slqrocketing, and rationing might be 
necessary to insure a fair distribution of certain scarce, essential goods 
among Ae populace. But the price level itself could probably be con- 
trolled sufficiently well to enable the country tc> avoid such graye injus- 
tices as have been inflicted in the past by the failure to control war-time 
prices.®’ 

Conclusion.— We must not dose this discussion without noting the fact 
that Some extremely able finandal experts doubt the desirability of at- 
tempting to control the general price level (because of economic dis- 
turbances which might result from such an attempt) and, further, se- 
riously question the ability of the Board of Governors, or similar agency, 
to bring about a stabilization of general prices. On these two points, then, 
the final word has not been written. We caimot undertake, within the 
limits of a single chapter, to examine further the first of these two points. 
As to the second, it seems imlikely that we shall know definitely whether 
stabilization can be effected by the Board of Governors imtil we have 
given this body specific authorization to make iUe attempt, over a period 
sufficiently long to provide a fair trial. 


1. Distinguish between individual prices and general prices. 

2. What is the purpose of price index numbers? 

3. How and why are price index numbers weighted? 

4. Distinguish between a general index and a wl^olesale commodity index. 

5. What type of index is me one compiled by the United States Bureau of 
Labor Statistics and referred to in the text? 

6 . What is the relationship between a general price index, and an index of 
purchasing power, such as those presented in Table 40? 

7. How did me purchasing power of the dollar in 1915, 1920, 1925, and 1939 
compare with its purchasing power in 1926? 

8 . Write the equation of exchange, and explain the significance of each fec- 
* . tor in the equation. 

9. Demonstrate arithmetically that a doubling of the quantify of circulating 
media (offier things remaining unchanged) will cause a doubling of the 
price level. 

®This problem is treated clearly and concisely in C. O. Hardy, Wartime Control 
of Prices, Washington, Brookings Institution, 1940, Which has been e^ecially helpful 
in 'the preparation of this brief statement. 
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10. How does the introduction of credit affect the equation of exchange? 

11. What is the Quantity Theory of Money? 

12. What lustorical evidence have we that changes in M and M' may be re- 
sponsible, in large measure, for changes in price levels? 

13. “High prices and low prices are equally harmless, if only one to the other, 
once adopted, will ‘stay put.’ ” Explain. 

14. “Gains and losses are likely to occur whenever there is an extension of 
credit over a period of years.” Why? 

15. If a person borrows when prices are low and repays when prices are high, 
does he gain or lose by the change in price levels? 

16. What are the effects of general price changes upon persons who are de- 
pendent upon fixed money incomes? 

17. “Prices take the elevator while wages dimb the stairs.” Explain, in con- 
nection with price levels. 

18. Is the “wage earner” or the “salaried worker” the more favorably situated 
when general prices are rising? When they are falling? 

19. Are “business men” more likely to welcome rises or declines in general 
prices? Why? 

20. What was me specific purpose of the “market-basket plan”? 

21. Give a brief description of this plan. 

22. What difficulties might arise in the operation of the market-basket plan • 
in the event of extreme changes in prices, either upward or downward? 

23. What is the central idea of the Multiple Standard of Deferred Payments? 

24. Outline Professor Fisher’s plan for stabilizing the dollar, and explain how, 
presumably, it would operate. 

25. What, if anything, could the Board of Governors of the Federal Reserve 

System do to stabilize general prices? ^ 

26. Compare price changes from 1910 to 1919 with changes from 1929 to 
1933. 

27. What is the attitude of die Iowa Bankers’ Association in the matter of the 
control of prices? 

References for Further Reading 

Anderson, B. M,, Jr., The Value of Money, New York, The Macmillan Com- 
pany, 1926. 

Fisher, Irving, Stabilizing the Dollar, New York, The Macmillan Company, 
1920. 

Fisher, Irving, The Purchasing Power of Money, New York, The Macmillan 
Company, 1911. 

Hari^^C. O., Wartime Control of Prices, Washington, Brookings Institution, 

Lawrence, J. S., The Stabilization of Prices, New Ydrk, The Macmillaii Com- 
pany, 1928. 

Miles, F. C., The Behavior of Prices, New York, National Bureau of Economic 
Research, Inc., 1927. 



CHAPTER 87 


BUSINESS CYCLES 
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In our examination of the purchasing power of money in the preceding 
chapter, we noted that general prices sometimes undergo extensive 
changes over a period of years. We shall see in the present chapter that 
thete are fluctuations in business activity as well as in price levels. Indeed, 
the two are not unrelated; but our present (»ncem -is not so rnuch \vith 
fluctuations in prices as widi changes in economic activity. Changes of 
the type which we shall discuss are usually c^alled business cycles. 

The Nature of the Business Ctcxe 

“Business cycles are a specnes of fluctuations in the economic actiwties 
of organized communities. The adjective Tjusiness’ restricts the concept 
to fluctuations in activities which are s)'stematicaUy conducted on a corn- 
mercial basis. The noxm ‘cycles’ bars out fluctuations which do not recur 
TOth a measure of regularity.” ^ This statement by a well-known author- 
ity is a satisfactory definition of business c^'cles, but it does not profess, 
of course, to be a description of these economic fluctuations. The nature 
of business cy'cles may be explained most clearly through the use of a 
chart indicating changes in industrial production. 

A Chart of Business Activity.— In Fig. 52 we have a graphic presenta- 
tion of the business cy'de as it is reflected in changes in the volume of 
industrial production." Production may be counted upon ordinarily to 
increase in volume from year to year because of the demands of in- 
creased population. This growth is shown in Fig. 52 by a gradually rising 
central line cnin^e which shows- that, on the whole, business acti\ity has 
been increasing during the past half-centmy^ Had productive actiwties 
of the kinds here represented not experienced sharp fluctuations behveen 
1890 and 1940, tiiis trend cur\'e would represent wuh a fair degree of 
accuracy' he steady, cxmtinually growing TOlume of business transactions. 

But a smooth, slow'ly ascanding curv'e does not picture truly the pro- 
ductive activity of 1890 to 1940, or of any other reasonably long period, 

} Wesley C. Mitchell, Business Cydes, New York, National Bureau of Economic' 
Besearch, Ina, 1927, p. 46S. 

* Based on data of Standard Statistics Company, Inc; 
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for that matter. For experience shows that business activity fluctuates 
from the general trend, now greatly and again but slightly. The extensive 
fluctuations, as we have said, are called business cycles. Referring to our 
chart, we note diat, during this fifty-oue-year period, industrial activity 
shifted a number of times from one side of the trend curVO to the other. 



This chart shows fluctuations in business from 1890 to 1940, as indicated by a curve 
of economic activity for tliese years. ( 1926 = 100. ) 

It is shifts of this kind with which we are concerned in dealing with busi- 
ness cycles. Unless history fails to repeat itself, the curve of actual pro- 
duction (which in 1932 was far below the trend curve) will eventually 
go well above the trend curve of production. 

Length of the Business Cycle.— Fluctuations in productive activity are 
sometimes great and sometimes small. There' may be, in a single year, 
a number of minor fluctuations that cannot readily be shown on a small 
chart. Changes of this kind are of relatively slight significance. The busi- 
ness cycle proper covers .a longer period than a year, and such fluctua- 
tions in business activity are much greater than those of any single year. 
The word cycle,’ which has been so widely adopted in designating'this 
particular economic phenomenon, suggests not only (as is stated in our 
definition) that the fluctuations recur with a. measure of regularity but,’ 
further, that there is a return to a position of business activity previously 
occupied. 

Our chart shows, for ex^ple, that production was at a low ebb in 
1914. Then came a rise iii activity which in two years 'took production 
farther above the trend curve than it had previously been below. Follow- 
ing this spurt of productivity, there were several years of minor fluctua- 
tions, with a serious slump in 1921 from which business did not recover 
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full}? for almost two years. In this recoveiy, however, a new height of 
• business activity was reached by the middle of 1923. Business was good 
from 1923 to 1929, with the exception of rather minor depressions in 1924 
and 1927, which are indicated by the decline of the production curve in 
those years. The peak reached in 1929 represented a new “high” for pro- 
ductive activity in the United States. Close upon this banner year came 
the post-1929 depression. The volume of production in 1932 was only 
. about one-half as great as in 1929, but it has been increasing ever since, 
except for the year 1938, and in 1940 crossed over from the mournful to 
the cheerful side of the trend curve. 

Thus we can see, without following further in detail the curve showing 
actual production during this fifty-one-year period, that the business 
cycle moves in wave-like motions. Not only does production tend to 
“come back” after it has suffered a recession, but the tendency is nor- 
mally to strike a new high level of productive activity. This new level, 
we may once more note, is attributable largely to growth in population, 
but in part also to increases in individual demand which presumably 
represent improvements in standards of living. 

TPeriods” of the .Business Cycle.— It is customary, in describing the 
business cycle, to refer to several well-defined periods or phases which 
appear to accompany these wave-like changes in business activity. They 
may be listed as follows: 

1. The period of prosperity. 

2. The period of liquidation. 

3. The period of depression. 

4. The period of recovery. 

We shall examine these periods briefly, describing die effects of each 
upon industrial activity, prices, employment, and other elements that go 
to make up economic life. Table 41 is virtually an oudine of this descrip- 
tion, since it gives in tabular form the characteristics by which the pe- 
riods of the business cycle are marked. 

Txble 41. — Chakaciebistics of ihe BostsEss Cycle 



Period of 
Prosperity 


1. Industrial acUnty Maximum 

2. Prices High 

3. Employment Maximum 

4. Wages High 

5 . Strikes Many 

6. Business failures Fe\r 

7. Bank deposits Large 

8. Bank reserves Low 

9. Interest rates High- 



Decreasing 
Falling 
Decreasing 
' Falling 
Many 
Increasing 
Decreasing 
Increasing 
Falling 


Period of 
Depression 


Miniinimi 

Low 

ATinimiiTn 

Low 

Few 

Many 

Small 

High 

Low 



Incr^sing 

Rising 

Increasing 

Hising 

Increasing 

Decrearing 

Increasing 

Decreasing 

Rising 
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The Period of Prosperity.-The period of prosperity is one of great in- 
dnstrial activity. Prices are high and stocks of goods, called forfli by die 
inducement of high profits, are large. In the period of prosperity there is 
plenty of employment for workers, and wages are naturally high. Never- 
theless, strikes are not unusual in (his phase of the business cycle, since 
the workers, knowing that labor is relatively scarce and that business men 
are doing well, are lilfely to insist upon wage increases. Business failures, 
.of course, are at a minimum, for this is a time when business men of even 
ordinary ability can make good profits.® 

The items tlius far mentioned relate to die manufacturing' and com- 
mercial side of business, as contrasted with die financial side. So far as 
finances are concerned, there is a great e.vpansion of bank credit ' during 
the period of prosperity. On this account, bank statements are frequently 
unsatisfactory; that is, diey show small reserves, owing to the fact that 
banks have expanded credit greatly in response to the demands of busi- 
ness men. Because there has been a large expansion of credit and bank 
reserves are low, interest rates are usually high in the period of pros- 
perity. 

The Period of Liquidation.— The period of liquidation is very unlike 
die period of prosperity upon which it follows, sometimes wth ap- 
palling suddenness. In this phase of the business cycle, industrial activ- 
ity is definitely curtailed and on the do\vnward trend. Stocks of goods 
that have piled up during the preceding period are larger than can be 
disposed of readily, and as a consequence prices decline. For die same 
reason, and sometimes for other reasons which will be explained later, 
there is likely to be a good deal of unemployment. Unemployment means 
falling wages, since it permits the employer to replace present workers 
with others at lower figures, if employees will not take wage reductions. 
Nevertheless, workers, in the effort to maintain their wage scales, are not 
unlikely to go on strike to resist wage decreases, so that strikes are nu- 
merous in this period. Business failures are, of course, much more com- 
mon in times of liquidation than in times of prosperity, and over a con- 
siderable stretch of time they become increasingly numerous. This, of 
course, is as we should expect it to be, for die period of liquidation is 
settling up” time, when concerns tiiat cannot meet their obligations are 
forced into bankruptcy. 

Turning to the financial side of business, we find that bank credit is in 
process of contraction in periods of liquidation, since there is a tendency 
on the part of banks to rail in their loans. This means increasingly larger 
reserves in the possession of the banks, so that bank statements are more 
satisfactory than in the period of prosperity. Because of the demands of 
business concerns for credit and die hesitancy shown by banks in extend- 

® But even in periods of prosperity, the number of business failures is startlingly 
high, as may be seen by reference to figures given in chap, 10 (vol. 1). 
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ing credit at iiis time, interest rates are likely to be high, though in the 
process of falling. 

The Period of Depression.— FoIIo\ving industrial crisis comes the pe- 
riod of depression, dining which industrial activity is at its lowest ebb. 
Because there is a small demand for commodities, prices of goods also are 
at their lowest. Since the demand is so slight, merchants and manufac- 
turers are able to fill orders from stocks of goods which have been held 
over from -the previous periods, and these stocks are depleted but slowly. 
The absence of extensive orders and the existence of sufficient stocks on 
hand make it unnecessai}' to keep industrial plants running, and as a 
consequence there is much unemployment. 

Employers find it possible, during a period of depression, to force 
workers to take reductions in wages. Though there is a temptation to 
resort to strikes in order to resist wage reductions, the workers^ who have 
employment, realizing the weakness of their bargaining position and anx- 
ious to retain their jobs, usually accept whatever terms are offered by 
the employers; hence there are few strikes in time of depression. This is 
a most difficult period in which to conduct business. Some of the less 
capable enterprisers are unable to survive this trying period, and business 
failures are numerous. 

Since business is simply marking time, there is little call for bank credit, 
and borrowings by business men are at a minimum. Former loans have 
been tepaid, and bank statements axe favorable, showing large reserves in 
relation to the amount of credit outstanding. The existence of these large 
reserves makes bankers eager to place loans, and this eagerness is mani- 
fested in low interest rates. But despite tiieir ^villingness to use their re- 
soiurces profitably, the bankers often exercise in the period of depression 
an excess of caution in respect to eligibility of loans, which prevents bor- 
roiving by those who could use bank credit legitimately and advanta- 
geously. This undue caution is a hang-over from the period of liquida- 
tion, when banks have found it difficult and ofttimes impossible to col- 
lect die amounts due them. 

The Period of Recovery.— Business depression fortunately cannot last 
forever, but gives way to a phase of the business cycle kno^vn as the pe- 
riod of recovery. The wheels of industry begin to turn once more, in 
order to make goods necessitated by the depletion of stocks which have 
gradually been purchased even in time of depression. Increased demand 
brings Nvith it a rise in prices, and the prospect of good prices leads to 
industrial activity which soon results in a fair-sized stock of goods. Un- 
employment begins to disappear, since mines, mills, and factories carmot 
be run wthout workers. Wages, which had been low in the preceding 
period, show an improvement; and wage earners, glad to find steady em- 
plo)'ment once more, manifest but little disposition to call strikes at the 
outset of the period of recovery. However, strikes increase in number 
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as business continues to improve and ■workers seek to regain the wage 
losses suffered during the depression. Business failures are much less 
numerous than during a period of depression; the number of bankrupt- 
cies declines steadily in Ais and the following period. 

Now that business is improving, business men resume once more the 
practice of borrowing, and there is an increase in bank credit. This means, 
of course, that the expansion of credit by banks appears iii bank state- 
ments, and the reserve percentages decline steadily as loans increase in 
volume. Since bankers now have plenty of opportunities to lend out 
funds, there is no need to offer the inducement of low rates of interest; 
consequently, the interest rates rise during the period of recovery because 
of the expansion of bank credit. 

The cyclical nature of business fluctuations is indicated by the fact that 
the period of recovery is followed by a period of prosperity. Thus we are 
brought back to our original starting point; but die height of industrial 
activity in this return is likely to be greater than in the preceding period 
of prosperity. Referring again to Fig. 52, we may note once more the 
great irregularity in business activity indicated by die now-rising, now- 
falling curve of production. It is evident, however, that the level of indus- 
trial production reached in our latest period of prosperity, that of 1929, 
was ^stincdy higher than the level attained in any previous period. 

Pbobable Causes op ■niE Business Cycxe • 

The Problem of Explaining the C^cle.— The frequency’ of occurrence 
and the general similarity of business cycles constitute the basis for be- 
lieving that it may be possible to find a general explanation of the man- 
ner in which each peak of prosperity leads ultimately to crisis, and a new 
peak eventually begins to rise from the trough. of depression. But it 
would be quite a different matter to secure general acceptance of any’ 
specific explanation. Business cycles cannot be studied in Ae laboratory, 
but must be observed in their particular historical context. Almost in- 
variably there are certain random factors that are peculiar to any given 
historical period. Hence, it is easier to find an explanation for an indi- 
■yidual business cycle in specific terms than in general terms. 

The problem is further complicated by the common tendency to seek 
monistic interpretations and explanations of developments in any field 
of inquiry. As. we have seen, the business cycle is related to prices, pro- 
ducition, finance— in short, to most aspects of business activity. It 
would seem to follow that developments in any of these fields might in 
part explain the development of die cycle. Moreover, the psychological 
factor, as distinct from the economic, may play an important part in 
bringing about cyclicial movements, and the political factor is assviming 
incareasing importance. For these reasons, any monistic explanation must 


BUSINESS cya:.Es 1-27 

be aspect. Pluralistic explanations, on the other hand, run the' risk of 
being so general in nature as to be either meaningless m terms of definite 
cause-and-effect relationships, or incapable of being verified widr ac- 
curacy, or both. 

•Factors Influencing the- Cycle.— Business cycle theories by the score 
have beeii developed, each stressing a particular “cause” as being solely 
or chiefly responsible for cyclical fluctuations in business activity. We are 
told that business cycles are caused by sunspots, rainfall, wars, discov- 
eries and inventions, and changes in population; by overproduction; by 
underconsumption; by the instability of our money and credit system; 
and by undue optimism or pessimism on the part of business enterprisers. 
It is not possible for us to examine these many theories critically.* And 
since any monistic theory would seem to constitute an oversimplification, 
it is probably best to restrict ourselves to a description of the operation of 
certain factors which appear to play a part in any satisfactory explana- 
tion. These include industrial, financial, and psychological conditions. 

By industrial conditions, we mean levels of production, commodity 
prices, wages, profits, the volume of employment, and the degree of indus- 
trial unrest. Cyclical fluctuations are generally measured in terms of these 
conditions. The most important of the lot is probably the level of produc- 
tion, since the other conditions may be expected to vary primarily as a 
result of earlier changes in the volume of production. By financial con- 
ditions, we mean primarily the level of bank reserves and bank deposits, 
and the nature of the prevailing rate of interest. By 'psychological con- 
ditions, we mean the degree of optimism or pessimism which exists among 
those who play an active role in the guidance and direction of produc- 
tion. It is unquestionably true that Business cycles are not purely mech- 
anistic in character. If undue optimism or pessimism characterizes the 
attitude of the enterpriser and the capitalist, business activity may expand 
in the face of structural weaknesses in the economic system, or decline to 
a low-level when external conditions are apparently favorable for ex- 
pansion. 

The “Self-generating^ Theory: A Pluralistic Explanation of the Busi- 
ness Cycle.-The .crux of the problem is to ascertain what factor or fac- 
tors are responsible for the transition from one period to another. This 
does not mean a n^re enumeration of the consequences of such a change, 
once it has begun. Nor is it the same thing as listing the wide variety of 
developments which might affect the duration and extent of a movement 
in a given direction, once that movement has started. To speak of the 
beginning of a cycle, however, is a contradiction in terms, for a cycle (hke 
a circle) obviously has neither beginning nor end, but is a continuous 
process. Therefore, we must break into the -cycle at an arbitrary point, 

* They are dealt with in detail in Gottficied von Haberler, Prosperity and Depres- 
sion, Geneva, League of Nations, 1937. 
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and seek to determine why the conditions then existing failed to continue 
indefinitely, and instead were transformed in such a way as to bring about 
a passage from one period of the cycle to the next. To attempt to work 
backwards is impossible, for in so doing wc should inevitably be forced 
to make our way through an infinite number of earlier stages. We must 
start, therefore, at some arbitrarily selected point and work forward. 

Prosperity and the Trend Toward Crisis.— Admitting, thpn, that our 
selection of a particular point is arbitrary, let us break into a "normal” 
business cycle during the period of prosperity. This period, as \ye have 
noted, is one in which business is booming. It is, among other things, a 
time of progressively higher prices. Rising prices mean large jirofits for 
business men. Goods are produced in anticipatiori of demand, and ‘if 
prices are increasing steadily, commodities may be disposed of at figures 
\vhicli are often considerably in excess of the costs of production. For the 
selling price of goods in a period of rising prices will tend to be tlie cost 
of production of such goods at the time at which the sale is made. Tliis 
price may be considerably greater than the actual cost in a period of rising 
prices, since into tlie making of the commodity in question have gone raw 
materials and labor purchased some time before the sale of the finished 
good, and purcliased therefore at relatively low prices. Moreover, interest 
charges, salaries, and certain other items of expense almost never keep 
pace with rising prices. The net effect of these conditions is that profits 
are large when prices arc on tlie upgrade. 

Since business men are anxious to reap these high profits, they make 
eveiy effort to expand production in times of rising prices, and on this 
account stocks of goods, employment, and wages are usually at their 
height in a period of prosperity. The truth is tliat toward the end of this 
period the industrial bubble is about ready to burst. Expansion in the 
production of goods is matched by an expansion in financial activity. The 
one, of course, has given rise to the other, for bank credits are expanded 
to their limits only when business is or has been booming. 

The psychological attitude during the greater part of the period of 
prosperity is one of optimism. Business men, since tliey are making large 
profits, are. naturally optimistic. But there comes finally a time when 
this optimistic attitude may be assumed rather tiian real. Captains of 
industry sometimes whistle to keep up their courage. Though tliey wish 
for and talk much about continued prosperity, they begin sooner or later 
to be fearful that the peak of industrial activity lias about been reached. 
They know from experience that business activity runs in cycles and that 
periods of prosperity are followed by industrial crisis and depression. 
With the boom fully expanded, and with doubt and uncertainty in the air, 
it sometimes requires only a slight jar to change, the period of prosperity 
into one of industrial crisis and liquidation. Sometimes, as in 1929, this 
jar appears in the form of a crash in the sto(dc market. 
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Crisis, Liquidation, and the Beginnings of Depression.— It is possible 
that in one or more lines of manufacturing there has been too great pro- 
duction during the period of prosperity, owing to the desire of business 
enterprisers to make large profits while prices are high. There may be, for 
example, an overproduction of automobiles, or radio sets, or some other 
article manufactmred op a very large scale. When sales fail to keep pace 
with production, the natmal tendency is to cnntail production. An over- 
supply of automobiles may easily re^t in the closing of the plants of 
one or more o^ our leading automobile manufactorers. An action of this 
kind throws out df work many thousands of wage earners. Not only is the 
purchasing power of these workers reduced, with a consequent clepress- 
ing effect upon other industries, but a move of fliis land is interpreted by 
many other business men as a sign that the period of prosperity has come 
to an end. 

Other manufacturers decide upon a curtailment of their productive 
operations. Merchants having large quantities of goods on hand ofFer 
them at lowered prices in order to reduce their stocks and obtain funds. 
Manufacturers, now unable to sell at former high prices, demand that 
workers submit to reducAicms in wages. In the effort to resist w'age cuts, 
employees resort to strikes, and again purchasing power is curtailed. 
Bank credit, which had been stretched to the utmost, is now contracted, 
for bankers, in view of the rmsatisfactory industrial conditions, are anx- 
ious to call in their loans. But business men find it difficult to meet their 
financial obligations as these loans are called. In their effort to secure the 
necessary funds, manufacturers and merchants sacrifice stocks of goods 
on hand, and offer to pay high rates of interest for loans which will tide 
them over the emergency. Despite their best efforts, many are unable to 
weather the storm, and go down in bankruptcy. 

The’mental attitude of business men during tijg period of liquidation 
and in the early stages of depression is naturally one of doubt and fear. 
Not knowing what the immediate future wall bring forth, but looking 
forward to some months of poor business, they hesitate to put into execu- 
tion whatever projects^they may have had in mind during the period of 
prosperity; and this lack of action leads definitely’to that state of inac- 
tion, sometimes long dra^vn out, which is known as the period of de- 
. pression. 

Depression and the Move Toward Recovery.— This period, as we noted 
in an earlier description, is one which finds business virtually fiat on its 
back. Tendencies which were apparent in the period of liquidation have 
been allowed to run their course, with the result that production has 
come almost to a standstill. The psychological atmosphere of the period 
of depression is one of extreme pessimism. With business in a state of 
suspended animation, no one seems to know just what steps should be 
taken to bring it back to life. And yet; if the self-generating theory is 
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sound, it is in this very condition of business prostration that the causes 
which lead to tlie next phase of tlie business cycle, tlie period: of recovery, 
must be sought; 

Recovery and the Causes of Prosperity.— It is probable that the starting 
point of revival is usually die exliaustion of sloclcs of goods. It may be 
that the surplus of automobiles, which we suggested as bringing to an 
end die period of prosperity, has slowly been disposed of, and diat there 
is again a demand for cars which will be available only if automobile 
plants resume produedon. An announcement from Mr. Ford or the Gen- 
eral Motors Corporation that operations are to be resumed and employ- 
ment given to a hundred diousand men, would stimulate activity in 
businesses of all kinds. 

Such an announcement would appear to many to herald the turning 
point of the tide. It is die final word for which the less venturesome have 
been waiting. Enterprisers throughout die country again take heart, and 
factories here and there resume operations or, in some cases, go on “full 
time” after a period of curtailed production. Workers are available at low 
wages at the outset of this period, materials may be had at bargain prices, 
and banks, because of their large reserves, are anxious to extend credit 
at moderate rates of interest. These particular advantages are likely to 
disappear as the revival of business makes considerable headway. That 
is to say, wages increase, interest rates rise, and other expenses advance 
as production assumes normal proportions. However, the attitude of busi- 
ness men is now one of increasing courage and optimism as regards the 
future. It is felt that die “slough of despond” has been passed, and that 
the months ahead hold bright prospects. 

The process of recovery may be a relatively slow one, but in the course 
of a year or so machines are once more humming and the business cycle 
passes by almost imperceptible steps into die period of prosperity. Thus 
we find that in each of diese several phases of the business cycle are the 
conditions which almost inevitably bring about the succeeding phase. 

^ The SjABiuzATtON of Business 

It is not suggested that the self-generating tiieory of business (ycles 
provides a complete explanation of this particular economic phenomenon. 
Professor Mitchell himself, who has done more than any oAer ^vrite^ to 
popularize the notion that business cycles are self-generating, admits that 
many other theories of business <ycles have in them much of truth. 

The Need for Stabilization.— But whatever the exact causes may be, it 
seems fairly clear diat society would be better off if fluctuations in busi- 
ness aptivity could be avoided, pr at least be inade less violent. For these 
fluctuations bring uncertainty and fear; gains to some and losses to others; 
overexpansion of production in times of boom and bankruptcies in pe- 
riods of liquidation and depression; unemployment and consequent loss 



BUSINESS CYCLES 131 

of income to workers; and other results that disturb and interfere mth 
economic well-being. 

Why, then, are these sharp fluctuations in business permitted to take 
place? ^Tiy, having lived through the various phases of the business 
cycle, including those distressing periods of liquidation and depression 
which necessitate the extension of public relief on a large scale, do not 
the persons affected determine to correct the situation, so far as the fu- 
ture is concerned, by rernoving the conditions that are responsible for 
wide variations in business activity? 

Delays in Seeking a Solution.— There are several possible ans\vers to 
questions of this natmre. It appears, in the first place, that interest in the 
control of business fluctuations, as in the abolition of war, depends largely 
upon the urgency of the situation. ^Vhen the hardships of business de- • 
pression or of war. are being experienced, the need for preventing the 
recurrence of such catastrophes is generally recognized, but those affected 
are so busily occupied with meeting the immediate emergency that they 
give little thought at the time to devising preventive policies for the 
future. “When the emergency has passed and the period of recovery or 
reconstruction has set in, the demands of the present again loom- up 'as 
all-important; and, since corrective measures have not been adopted, the 
forces that formerly brought disaster are again allowed to run their 
course, and before very long another crisis is imminent 

Wage Earners and Business Stability.— For more than a century we 
have had these ups and downs of business activity in the United States; 
and in thi.s himdred-year period the country has experienced at least a 
dozen major cyclical movements in business activity, as well as many 
minor fluctuations. Among those who are hardest hit by reason of recur- 
rent periods of unemployment are the wage earners of the coimtry. And 
yet the wage-earning groups have done little or nothing to bring about • 
stability of business and jegularity of emplojonent. 

Indeed, organized labor has ^own no real appreciation of the de- 
sirability of ‘preventing business fluctuations. Labor leaders have spoken 
largely in terms of alleviating the rmpleasant consequences of tire depres- 
sions that are thrust upon them. They have favored tiie lessening of un- 
emplojment by reductions in hours of labor but not in pay, and by the 
extension of public works projects; and, in especially dark days, they have 
endorsed liberal public relief allowances for the involuntarily idle. But 
these are palliative and not preventive measures. 

Wage earners have been severely criticized for their “stubbornness” 
in resisting wage cuts in time of crisis, liquidation, and depression. Their 
answer is that to take cuts would be to give up wage increases which were 
won through years of bargaining, and which once lost would not be easily 
regained. Though they accept- willingly &e larger incomes that come to 
them in periods of prosperity, they disclaim, and "with some reason, re^ 
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sponsibility for the depressions which follow. Wage earners, tliey say, are 
in the position of having to take orders; it is the business men of the coun- 
try, the enterprisers, who are in positions of autliority which enable them 
to determine the pace at which business shall proceed. 

Business Leaders and Business Statistics.— Whetlier our business men 
can be convinced of the desirability of controlling production so that it 
may not expand unduly and in the course of time bring the inevitable 
reaction, remains to be seen. We have noted the fact that the period of' 
prosperity is one of large profits, and it is questionable whether the 
average business man would willingly curb his desire for immediate 
profits merely because of the likelihood that excessive business expansion 
will be followed by a period of economic stagnation. Even if he were 
disposed to prevent production from exceeding the limits of safety, it 
would often be difficult for him to -know when the limits had been 
reached. 

It is true that there are the business records of previous years from 
which may be learned something of the likely trends in the future. But 
no two business cycles are exactly alike. It was thought for some time that 
these wave-like movements of business activity lasted about ten years 
from beginning to end; and at least two interesting theories were built 
upon the notion of periodicity. It has been found, however, that business 
cycles vary in length; and prior to 1929 some economists held that the 
cycles were becoming shorter all the time, Moreover, the phases or pe- 
riods of one cycle are ofttimes quite different from those of another cycle. 

• A depression, for example, may last only a few months, or it may extend 
over a year or two, or even over a half-decade or more as in the case of 
the post-1929 depression. As a result of these irregularities, enterprisers 
who might wish to avoid an unwarranted expansion in production are 
often puzzled to know at just what time expansion should be restrained. 

The interest of business men in gaining knowledge of this kind is mani- 
fested in the growth of agencies that make statistical studies of business 
activity, and on the basis of their data undertake to forecast business con* 
ditions in the future. Work of this kind is improving in quality and in- 
creasing in popularity, and it seems probable that business men may 
eventually have placed before them information which will be of genuine 
assistance in reducing the violence of changes in economic activity. 

.Stabilization and the Federal Reserve System.— There are many per- 
sons who think that the Federal Reserve System' should extend its pow- 
ers and attempt to prevent overexpansion of business by discouraging 
borrowing whenever economic activities seem to have reached the limits 
of safety. One of the characteristics of the period of prosperity is a great 
increase in the volume of bank credit, without which there would be less 
of a business boom. This expansion of credit is possible because the com- 
mercial banks that are members of the Federal Reserve System aie them* 
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selves able to get an extension of credit through the rediscounting of 
commercial paper. 

If the Board of Governors of the System, following its traditional policy 
of seeking the public welfare, should raise the rediscount rate gradually 
(and if necessary, drastically) whenever a further increase in business 
appeared to be undesirable, it would seem that this advance in the in- 
terest charge might discourage further extension of credit and thus check 
unwise business expansion. And if, at the same time, the Federal Reserve 
banks should engage in- selling securities in large quantities, this type of 
open-market operation, as we pointed out in an earlier chapter, would 
have a tendency to make the member banks less liberal in their lending 
to customers. And if, finally , the Board of Governors should raise the 
resen^e requirements against demand deposits, it is very likely, indeed, 
that credit expansion would be discouraged. 

An attempt of this kind on the part of fhe Board of Governors would 
doubtless call forth 'protests from a great many business men. There 
would be objections from those who would question the ability of any 
board to decide rightly the proper time at which to discourage borrow- 
ing, and from others anxious to reap large profits even at the expense of 
business expansion which might eventually lead to depression. Indeed, 
the Board followed an “easy money” polity— wth low discount rates and 
large open-market purchases— for several years prior to the debacle of 
1929, largely because of the fact that business men protested against any 
suggestion tibat the flow of credit should be checked. Some critics charged 
that the Federal Reserve System permitted excessive credit to get under 
^vay, and was then unable to check it.® But the blame for this imdue ex- 
tension of- credit should not be placed upon the Board alone. Smrely a 
part of the responsibility lies with the business men, bankers, and so- 
called economists who talked about the economic “new era” tiiat had 
been reached, and insisted that business must not be discouraged. Fm:- 
thennore, it should be remembered that the Board has never as yet had 
a clear-cut mandate to attempt to regulate the volume of business through 
the agencies of regulation at its command. 

It seems probable that much could be done to control business expan- 
sion and contraction through the measures we have described, prowded 
,the task was rmdertaken before we had moved too far from the “trend” 
curve of production. On this point we cannot speak TOth absolute as- 
surance, since no adequate trial has yet been made of this method of 
regulation. If it should be found that the volume of business transacted 
in the country can be controlled effectively by these means, tiiere would 
Be need for absolute confidence in the integrity and disinterestedness of 
the members of the Board of Governors. For interference wfth business 

® Cf. W. H. Steiner and E. Shapiro, Money and BanTdng, New York, Henry Holt 
and Company, Inc.. 2nd ed., 1941, p. 742. 
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processes, which might affect seriously lie fortunes of certain individuals, 
could scarcely be justified except on the ground of a genuine benefit ac- 
cruing to society ^ough the regulatory action of the Board. 

Price Control and Stabilization.— Professor Fisher has emphasized the 
close relationship that exists between steadily rising prices and the undue 
expansion of business. He has even gone so far as to suggest that if we 
could stabilize prices, we should do away with the strongest temptation 
to expand business beyond the safety point. For undue expansion, he says, 
results from the knowledge that abnormally large profits may be made in 
times of rising prices. If this theory is sound, theri the control of the 
amount of credit by manipulation of the rediscount rate might have a 
stabilizing effect upon, first, the price level, and, second, the desire to 
expand business. 

It would appear that an increase in the rediscount rate at the “proper 
moment” might be expected to affect the situation in two ways. First of 
all, it would tend to stabilize prices and thus put an end to exceptional . 
profits; and it would, moreover, discourage an increase in credit available 
for the use of business men, and thus tend to htoper the further exten- 
I sion of business activities. 

Stabilization Through Public Works.— Another suggestion which has 
been offered for lessening the violence of fluctuations in business is the 
development of public works at times when private industry is depressed. 
The construction of roads, bridges, public schools, courthouses, post of- 
fices, and many other kinds of public buildings might ofttimes be under- 
taken to relieve periods of business inactivity. Some forms of public work, 
no doubt, must be attended to without delay. It would seem foolish, for 
example, to wait for a business depression if the construction in question 
were that of a school building, and if delay meant inadequate facilities 
for a number of years. 

But there are many kinds of public construction which could just as 
well be carried on when indust^ in generSl is inactive and workers by 
the thousands are seeking employment This, indeed, appears to be the 
sensible time at which to build public works, if only from the point 
of view of expense; for bridges may be built and roads constructed at a 
much lower cost in periods of depression than at times of .industrial boom. 
In the past, our practice in this respect has been to ignore almost wholly 
the possibilities of building public works at low prices and at the same 
time providing workers with a much needed opportunity to secure income 
dirough the performance of useful service. 

If municipal, state, and federal officials were authorized to give due 
regard to industrial conditions in the placement of large orders, and If 
they exercised this authority wisely, something could be done to alleviate 
the suffering which so often accompanies major industrial depressions. 
Blit we must not overestimate the aid to be had from .this source. Pro- 
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lessor William N. Loucks, who has sfxidied public works in their relation 
to business depressions, estimates that if federal, state, and local public 
construction were planned so as to be executed in times of depression, 
probably on the average about 10 per cent of our present total volume 
of unemployment might thus be absorbed.® Public works, properly timed, 
could therefore be employed for lessening somewhat the severity of de- 
pressions and for relieving unemployment during these periods, but they 
clearly do riot constitute either a preventive or a cure for depressions. 

Nevertheless, the United States government made huge appropriations 
for the construction of public works during the post-1929 business de- 
pression, partly, it would seem, for the purpose of providing work for 
some of the imemployed, and partly with die thought of stimulating busi- 
ness in general through a substantial increase in the total volume of busi- 
ness transactions. It was estimated by a Senate Commission that federal 
expenditures for relief purposes, in the five-year period from 19S3 to 
1937, aggregated more than $14,000,000,000, much of which was for pub- 
lic works projects to be carried on in various parts of the country. Un- 
fortunately, it is impossible to measmre the extent to which unemploy- 
ment was allayed and business stimulated by this great expenditure of 
public funds. Nor does this emergent^ spending throw much light upon 
the possible benefits to be realized through the operation of a thorough- 
going, well-coordinated, continuous program of public works that aims to 
promote the stabilization of economic activities. 

Proposals for Reducing Unemployment and Relieving the Unemployed. 
—Numerous other suggestions for the stabilization of business have been 
offered. The provisions of the Social Security Act, relating to unemploy- 
ment benefits for those who are involuntarily out of work, were noted in 
Chapter 25 (Volmne 1). It is believed by some students of the problem 
that the cost of unemployment insurance might serve as an incentive to 
employers to stabilize their individual-businesses, keeping production ad- 
j'usted to a more uniform pace from month to month and year to year. 
However, this would likely be true only if the premiums charged were 
related to the volmne of unemployment in a given business establish- 
ment, with low pre mi u ms for those who have but little unemployment. 
If the rates paid were dependent upon the frequency of the periods of 
uhemploynient and the duration of such periods, it would appear to be 
to the best interests of employers to iron out the inequalities in their pro- 
duction curves and attempt to avoid serious business fluctuations. 

Still another proposal relates to providing jobs for men who are thrown 
out of employment in times of business depression. We saw, in om study 
of the problem of imemployment, that the states, with the assistance of 
the federal government^ have established public employment agencies 

^Charles F. Roos, editor. Stabilization of Employment, Bloomington, Indiana, 
lie Princlpia Press, Lie., 1933, pp. 103, 104. 
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for the express purpose of securing employment as promptly as possible 
for workers who are laid ofi in time of business depression. It would 
seem that there is room for a further development of agencies of .this 
kind for putting unemployed workers in touch widi employers who, even 
in periods of depression, sometimes experience diflBculty in finding exactly 
the men they need to fill certain jobs. 

But since there is no immediate prospect of eliminating business de- 
pressions and wiping out unemployment, and since ( as we pointed out 
in Chapter 2) human needs are ever-present irrespective of tlie means of 
satisfying them, society as a whole must be prepared to relieve the suf- 
fering that is imposed by involuntary idleness. At the outset of the post- 
1929 depression, President Hoover urged that relief be handled through 
“neighborly giving.” There was considerable feeling on the part of many 
that the state, as such, had a responsibility in this matter; and as the de- 
pression wore on and private agencies of relief proved unequal to the 
task, both state a.nd federal governments were called upon to contribute 
the hundreds of millions tliat were required to prevent hardship. The 
extensive grant of public aid to the unemployed was something of a new 
departure, but this method of handling relief is likely to be used widely 
in future depressions, since it appears to represent an advance over private 
charity in several respects. It seems, first of all, to be the only way of 
getting promptly the large amounts required to rob a great depression 
of the threat of starvation. Second, it distributes the burden of relief more 
equitably than private charity, by securing funds by means of taxation 
and presumably on the basis of “ability to pay.” Finally, it smacks less of 
charity than private giving, and at least implies an acknowledgment, on 
the part of the government, of responsibility to provide for die involun- 
tarily unemployed who are idle not because of laziness but because so- 
ciety has failed to develop an economic order in which every man who is 
capable of doing productive work can find a job. 

The Problem of Incomplete Liquidation.— This chapter must be brought 
.to a close without the presentation of a cure for businessvdepressions; for, 
humiliating as the confession is, it must be admitted that there is no cer- 
tainty that business men, statesmen or economists have as yet found the 
cause of or the remedy for the cyclical changes in business activity which 
we have been discussing. It would appear, however, that in at least one 
respect the post-1929 depression was handled unwisely. Mr. Hoover be- 
gan, and Mr. Roosevelt continued, the policy of lending financial aid to 
business organizations which were in trouble, hoping to enable them to 
stave off bankruptcy and continue in business. What was apparently 
overlooked was the fact, often pointed out by economists, that a thorough- 
- going liquidation is probably the best basis upon' which to\)uild prompt 
and sound recovery. 

When businesses, go into bankruptcy and are thus completely liqui- 
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dated, society does not ordinarily lose the* productive capacity of these 
businesses. "What happens is that the businesses are usually reorganized, 
sometimes passing into new hands, but in any event wth readjustments 
made in certain costs which enable them again to produce and sell goods, 
e^en though the selling prices of their products have dropped materially 
with the decline in the general price level. No business can be expected 
<-o renew operations or to go once more on a full production schedule im- 
iess there is a prospect of at least covering the costs of production. But 
in some instances that prospect has been eliminated by the loan of gov- 
ernment funds, which has allowed concerns to avoid liquidation and thus 
to escape the compulsory readjustment of costs of production, so that for 
months or years profitable operation has been out of the question. 

Liquidation has been likened by some ^vriters to a surgical operation- 
unpleasant to contemplate, to be sure, but sometimes necessary if the 
patient is to regain his health and strength. Some of our American bu.'^- 
ness concerns have been dosed mth* palliatives, which are easy enough 
to take but do not seem to have been the type of treatment indicated by 
the seriousness of their ailment. Enforced liquidation is hard on those 
who have capital invested, since it means that they must take losses, but 
the failure to liquidate is hard on all members of society if, as seems 
probable, it means a delay in moving onward to the period of recovery. 
FoUovung a policy of “painless depression” for capitahsfe may be an ex- 
ceedingly painful procedure for eveiy^one else. 

The Possibility of Recovery Through Inflation.— A possible alternative 
to liquidation is what is sometimes called “inflation” and again “reflation,” 
which means a general upward movement of The price level imtil it 
reaches a point at which prices are again at least high enough to permit 
liquidated concerns to make goods and, despite their hi^ costs of pro- 
duction, sell them to advantage. This appears to have been the plan in 
the mind of President Roosevelt^ but since his first inauguration in hfarch, 
1933, -the price level has not risen sufficiently fast or far to bring about 
the desired results. There are many observers who believe that such a 
rise in general prices, especially if brought about through the issuance of 
large quantities of paper money, would be far more painful to society in 
genersd than.a complete liquidation of businesses which have been bol- 
stered up by government loans. For inflation of diis type, once well under 
way, is difficult, if indeed not impossible, to stop, and might lead to an 
intolerable skyrocketing of prices such as was experienced in post-war 
Germany. We have seen in the chapters on money and banking that 
the President has the power to issue a fairly large amount of money, on 
the basis of which a tremendous amoxmt of credit might be extended. 
But whether it would be extended would depend upon whether business 
men wanted it and bankers were satisfied wth the security .offered them 
by borrowers. 
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Hence, even when the stage is all set for an extensive inflation of 
credit, it is by no means certain that the actors— the business men anil 
bankers— will consent to play the part of puppets in the proposed drama 
of rising prices/ If the President were empowered to print unlimited 
quantities of fiat money, there would be no question of his ability to send 
prices up speedily and to lofty heights; but that power has not been 
granted him, and would probably not be exercised if he had it, if we 
may judge from his attitude- toward fiat money during the past decade. 
In the absence of thorough liquidation on the one hand, and of inflation 
on the other, business recovered but slowly from the post-1929 depres- 
sion, since there was only a limited demand for goods at prices which 
were suflBciently high to cover costs of production. The huge demand 
for war supplies to carry on the second World War provided the im- 
petus which moved the country definitely into the period of prosperitv.. 


1. What is a "business cycle”? • , 

2. Explain the significance of Fig. 52. Just "what does this chart represent? 

3. Why might the production of a country be expected ordinarily to increase 
in volmne from year to year? 

4. Contrast the irregular production curve in Fig. 52 with the “trend” curve 
that appears in the same figure. 

5. How long does a business cycle last? 

6. In which years during the past two decades have we suffered seriously 
from decreased production? Which have been “boom” years? 

7. Why is there a tendency, following a “slump,” for production to strike a 
new high ’.level of activity, instead of merefy regaining the lost ground? 

8. Name fte “periods” of the business cycle in the order of their occurrence. . 

9. Give the characteristic features of each period. of the business cycle. 

10. What is the central idea of the “self-generating” theory of business cycles? 

11. Explain the significance of the term “self-generating.” 

12. “Each period of the business cycle is the result of certain causes which 
have developed in the preceding periods of the cycle.” What are these 
“causes”? 

13. Why should “recovery” grow out of a business depression? 

14. Would society be better off if business were stabilfaed? Why or why not? . 

15. How do you accx)unt for delays in seeking a remedy for business cycdes? 

16. Since the wage earners usually' suffer gready from cyclical fluctuations in 
business activity, why do they not see to it that the irregularities in pro- 
duction are smoothed out? 

17. Is there any reason why business men should not wish to have business 
stabilized? Explain . 

18. How might the Board of Governors of the Federal Reserve System help to 

- stabilize business? 

19. How may changes *in price levels lead to instability in business activity? 

20. Explain the proposal to lessen unemployment during business depression 
by the development of public works. 

^ See, in this (X}nnection, R. A. Young, The New Monetary System of the United 

States, New York, National Industrial Conference Board, 1934. 
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21. What other measures for relieving imemployment are mentioned in this 
chapter? 

22. Why should incomplete liquidation interfere with recovery? 

23. How might “reflation” leadf but of depression into recovery? 
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that arrange for (let us say) shipments of coffee from Brazil to France, 
and of textiles and cutlery from England to Chile. When we speak, in 
later paragraphs, of the foreign trade of the United States or of some 
other country, it must be understood that the expression is one of con- 
venience rather than exactness, and that it is used to indicate trade be- 
tween individuals located in different countries and not between the 
governments of two or more countries. 

Trade takes place, unless restricted artificially as by a tariff, when- 
ever buying^ and selling appear to business men to be advantageous. 
And foreign trade, like domestic trade, is advantageous whenever (as 
must ^always be the case in a free trade) each party to the transaction 
gives up something that he prizes less highly than that which, through 
the process of exchange, he receives for this item. Whether the exchange 
takes place between two or more residents of a small secluded village; or 
Between business men of widely separated states, such .as Maine and 
California; or between the citizens of different nations, the fundamental 
principles of trade are bound to apply. 

Some Complicating Features of International Trade.— -In several re- 
spects, to be sure, international trade differs from domestic trade. There 
are differences in customs of the people, in language, in monetary units, 
and frequently in tariff regulations. These several items of difference have 
little or nothing to do widi trade that is carried on within a single coun- 
try, bjit they often have the effect of complicating trade transactions 
which go beyond national boundaries. 

Fobeign Trade of the Untied States 

We may now give some little attention to the nature of the trade car- 
ried on between the people of the United States and those of other coun- 
tries. In Table 42 are listed certain important transactions in the inter- 
national trade of the United States for the year 1940. The sixteen items 
shown in this table give a fair notion of the transactions, which enter 
into the foreign trade of this country. We shall ex^ine these several 
items briefly. 

1. Merchandise.— Most people, in thinking of foreign trade, have in 
mind shipments of material goods. Though the significance of such goods 
in international trade is usually exaggerated by persons unfamiliar with 
the true situation, merchandise is indeed ordinarily the most important 
single item of American foreign trade. About ’45 per cent of the export 
and 30 per cent of the import items of the United States consisted, in 
1940, of merchandise. Some of the specific commodities of which these 
exports and imports were composed will be noted later. For the present, 
we may observe that such thin gs as the sales of bunker coal ' and oil 
to foreign vessels, ship repairs, and several other items are included 
among the more usual types of merchandise. Much of the' e:q)orts of 
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T^CT.ii! 42 . — ^BaiiAnoe of Intbrnationaii Payments op the United States, 

1940 

, (Source; United States Department of Commerce) 


Classes of Transactions 

Credits “ 
Cash Claims 
Due U. S. 
from 

Foreigners 
(Millions 
of Dollars) 

Ddrits “ 
Cash Claims 
Due 

Foreigners 
from U. S. 
(Millions 
of Dollars) ' 

Difference 
(“+” means 
balance 
due 

U. S.) 
(Millions 
of Dollars) 

1. 

Merdiandiae 





We sold commodities amounting to 

4021 




We bought commodities amounting to 


2625 

+ 1396 


Service Items 




2. 

Freight and shipping: 





We received from fordgners for such services. . 

22s 




We paid foreigners for such services 


327 

- 104 

3. 

Tourist expenditures: ' 





Foreign tourists spent in the United States. . . . 

81 




American tourists spent abroad 


223 

-142 

4. 

Immigrant remittances; 





New immigrants brought into the United States 

SO 




Immigrants in the U. S. sent '‘back home”. . . 


120 

-90 

5. 

Interest and dividends on private investments: 





We received from foreigners 

525 


• 


We paid to foreigners 


215 

+ 310 

6. 

Government transactions: 





Foreign governments paid the United States. . 

28 




United States government paid formgners. . . . 


122 

-94 

7. 

MisceUaneoits services: 





We received from foreigners for such services. . 

164 




We paid foreigners for such services 


66 

+ 98 

8. 

Contributions; 





We gave to foreign causes 


55 • 

-55 


Capital Movements 




9. 

Long-term investments; 





Net balance 


53 

-53 

10. 

Changes in international banking accounts: 





Net inflow of banking funds to United States. . 

878 


+ 873 

11. 

Advance payments by British government 

720 


+ 720 

12. 

Miscellaneous capita items 


170 

-170 


Gold, Silver, and Paper Currency 




IS. 

Gold; 





Exports from United States 

5 




Imports to United States 


4749’ 

-4744 


Earmarkii^ operations (net) 

645 


+ 645 

14. 

Silver: 





Exports from United States 

4 




Imports to Umted States 


59 

-56 

15. 

Paper curreney movements: 





Net inflow to United States 

83 


+ 83 

16. 

Other transactions 

1432 


+ 1432 



8784 

8784 



“Credit transactions are those which may be expected to result in payments into 
file United States; debit transactions are those which will result in payments from the 
United States to foreign countries.' 
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the United States in 1940 consisted of war supplies or “strategic com- 
modities” sent to the United Kingdom and otiier parts of the British 
Empire. It has been customary, in the past, to regard silver as an 
artide of merchandise; but the increasing importance of silver shipments 
in American foreign trade in recent years has led to its being given a 
separate listing. Silver appears in our table under Item 14. 

2. Freight and Shipping.— Freight charges entering into foreign trade 
consist of items arising out of ocean. Great Lakes, and land transit. Ocean 
freight indudes American merchandise carried' in vessels owned by for- 
eigners, and foreign goods transported in American bottoms. A foreign 
trade situation exists also in coimection widi traffic on the Great Lakes, 
in which commodities are moved from the United States to Canada, and 
vice versa. In addition to freight hauled by water, goods transported by 
rail sometimes enter into international trade. Great quantities of Canadian 
grain are carried by American railroads from the Great Lakes (usually 
from Buffalo) to the Atlantic seaboard. An even larger item is that 
charged by Canadian railways for carrying American lumber, grain, and 
packing-house products, which in many cases are reshipped from Van- 
couver or Montreal. Table 42 shows that, in 1940, we paid foreigners 
$104,000,000 more for; freight and shipping than we collected from them 
for this type of service. 

3. Tourist Expenditures.— Expenditures of tourists in, foreign coun- 
tries are also included in the international balance sheet. The expendi- 
tures of Americans traveling abroad appear as “debits,” and those of 
foreigners in this coxmtty as “credits.” It is estimated that in 1940 Amer- 

• ican tourists spent $223,000,000 in foreign countries, as against $81,000,- 
000 spent by foreign tourists in die United States. This is 60 per cent 
less than was spent for similar purposes in 1937, and this reduction is 
attributable to uncertain world conditions whidi tend to discourage 
foreign travel. Departures from the United • States to European and 
Mediterranean destinations fell from 135,000 in 1939 to 16,000 in 1940. 
“Canadian-American tourist traffic involves a larger total expenditure 
than diat between any other two countries in tiie world,”® but there 
were only 80 per cent as many United States visitors to Canada in 1940 
as. in 1939, and the number of Canadian' visitors to the United States 
fell off almost 50 per cent. Americans, as is well known, do a great deal 
of traveling, a fact which may be explained in part by the large per 
capita wealth of the United States. Expenditures of foreign tomists in 
this country are ordinarily about one-quarter as great as those of Amer- 
ican travelers in other parts of the world. 

4. frnmigrant Remittances.— Many immigrants who have come to the 
United States during the past few decades have left behind them in 

® United States Department of Commerce, Trade Information Bulletin No. 625, 
Washington, Government Printing OfBce, 1929, p. 11. 
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their “old countries” relatives’ who are partly dependent upon them. 
From their earnings in this country (which are usually much larger than 
the incomes to which they have been accustomed in their native lands), 
these immigrants have frequently remitted considerable sums to their 
dependents. Remittances of this Idnd account for a "debit” item of 
$120,000,000 in Table 42. The small offsetting item of $30,000,000 ap- 
pearing as a “credit” consists of cash brought into the United States by 
immigrants entering this country in 1940. 

5. Interest and Dividends on Private Investments.— Wlien capital funds 
seek investment in foreign countries, they do so for the reason that in- 
vestment opportunities abroad appear to be more advantageous than 
those at home. The investments are made, of course, with tiie idea of • 
receiving an income from the securities that have been purchased, and 
this income forms an item of international trade. American private in- 
vestments abroad have been placed chiefly in Latin America, Europe, 
and Canada. Interest on such investments amounted in 1940 to about 
$525,000,000, and the foreign holders of American securities received, in 
that year, interest payments totaling $215,000,000. 

6. Government Transactions.— We have already noted the fact that 
foreign trade is usually conducted between individuals and not behveen 
governments. But in some instances governments buy from oilier govern- 
ments. Credits and debits of this kind in 1940 included (a) net receipts 
from Panama Canal operations, (b) expenditures abroad by the various 
executive departments, (c) remittances by the Veterans’ Administration, 
and (d) cost of foreign representation in the United States and United 
States representation abroad. 

Between 1923 and 1930, this country received more than $200,000,000 
annually as principal and interest payments on the huge sums borrowed 
by our Allies in the first World War. But these payments declined steadily 
after 1930, and stopped entirely shortly after the beginning of the second 
World War. In 1940, our government paid other governments $94,000,000 
more than it received from them. 

7. Miscellaneous Services,— Grouped under the heading “Miscellaneous 
services” are imports and exports of electric power; magazine and news- 
paper subscriptions; disbursements for advertising; cable, radio, and tele- 
phone services; royalties on motion pictures, and so on. In the case of 
miscellaneous, as in other international transactions, there are both 
“credits and debits.” For the year 1940, as is shown in Table 42, transac- • 
tions of tiiis kind resulted in a net balance of $98,000,000 due the people 
of the United States from foreigners. 

8. Contributions.— Total contributions made to foreign fields of activity 
by United States charitable, religious, educational, and scientific institu- 
tions during 1940 are estimated at $55,000,000 on the basis of data 
submitted by 125 organizations. 
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9. Long-term Investments.— Citizens of the United States have made 
investments abroad for many years, and American securities have been 
bought by foreigners who, for one reason or another, have' wanted to 
invest their funds in this country. Year by year these investments are 
increased through pmrchases of foreign bonds and stods, or reduced 
by sales of such securities or by the payment of matured bonds. In 1940, 
the purchases of long-term foreign securities by Americans and the 
sales of American securities to foreigners resulted in a net balance of 
$53,000,000 due the people of other nations. 

10. Changes in International Banking Accounts.— It is quite common 
for banks to have deposits with banking institutions of other coimtries^' 
largely for the purpose of paying balances arising out of international 
trade. There has also been an extensive development of commercial 
short-term loans in foreign countries. A recent government statement 
showed that American deposits and short-term loans with foreigners 
amounted to $137,000,000 at the end of 1940, while similar foreign de- 
posits and loans in America readied the huge total of $3,980,000,000. 
This represents a reversal of the situation that existed in 1933, when 
the figures were, respectively, $1,082,000,000 and $487,000,000. The net 
change in .America’s international deposits and short-term loans for 
the year 1940 was $873,000,000. 

The flow of short-term funds from foreign countries to the United 
States, during the past decade, has been in part the return from foreign 
money markets of American-owned banking funds, and in part a flight 
of foreign capital to the United States which was stimulated by political 
and financial uncertainties in Europe ^nd elsewhere. This inflow of 
funds affected the trade balance in recent years in exactly the same way 
as though merdiandise to this amount had been sent out of the United 
■ States. 

11. Advance Payments by the British CovemmenL— In order to facili- 
tate the production and purchase of war supplies in the United States, 
Great Britain (and also France) made some payments considerably in 
advance of the export of goods and provided capital assistance to cer- 
tain producers where new plant facilities were needed. This item of 
$720,000,000 represents payments of these kinds. 

12. The United States Department of Commerce includes under this 
heading certain capital items which are not explained in detail. 

13. Gold.— Gold is shipped from country to country for use in the arts, 
to settle the balances oi international indebtedness (as ^vill be explained 
in the following chapter), and to serve as reserves in die vaults of cen- 
tral banks of various countries. In some cases the central banks are al- 
lowed to retain their holdings of gold abroad, and yet have such gold 
count as reserves if it is segregated and marked in such manner as to 
indicate that fhe identical coins or bars “earmarked” are the banks 
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property, and altogether subject to its disposal. It is not the practice ol 
the Federal Reserve banks to count as reserve any gold held abroad; but 
when they have comefinto possession of gold abroad at uptime when they 
held ample gold at home, they have sometimes had it earmarked there, 
largely in 'order to save expense of shipping to the United. States gold 
that might later require reshipment. Earmarked gold belonging to an 
American bank but held temporarily in a foreign bank is set aside to 
await instructions from die American bank, and cannot of course be used 
except upon specific order from the bank that owns it. 

Since tlie Munich conference of September, 1938, the flow of gold to 
the United States has been greatly accelerated. In 1939 and 1940, the net 
gold imports to this counfay exceeded the gross merchandise exporfs— 
a situation without precedent in the history of the United States. Trans- 
actions in gold, including foreign shipments and earmarking, resulted 
in 1940 in a net “debit” of $4,099,000,000. Gold exports amounted to only 
$5,000,000, net earmarkings equivalent to exports of $645,000,000 took 
place, and gold imports totaled $4,749,000,000. This tremendous impor- 
tation of gold, which established a new high record for gold shipments 
to tlie United States, was influenced largely by political and economic 
unsettlement throughout the world. Most of this gold came from the 
British Empire. “Shipments have been greatly in excess of production for 
several years,” observes the Department of Commerce. “There is good 
reason to believe that many of the principal gold stocks have already 
been transferred for the most part to the United States.” 

14. Silver.— Influenced greatly by United States Treasury purchases, in 
accordance with the provisions of the Silver Purchase Act of 1934, we 
imported $355,000,000 worth of silver in 1935, $183,000,000 worth in 
1936, and $92,000,000 worth in 1937. In 1940, we imported only $59,- 
000,000 worth of silver, the lowest imports of this kind since the Silver 
Purchase Act went into effect. Since we exported $4,000,000 worth of 
silver in 1940, we had a net “debit” balance of $55,000,000 on this item 
for that year. 

15. Paper Currency Movements.— There is ordinarily found, in every 
important country, a considerable amount of the paper currency of other 
important countries. In 1940, a good deal of American paper mon^ 
which had been abroad was shipped back to this country. Deducting 
from such receipts the shipments of foreign .paper currency out of this 
country to the countries of issue, we have a net “credit” of about $33,000,- 
000 , which affects the balance sheet as it would b? affected by a shipment 
of merchandise from the United States. 

16. Other Transactions.— This is a residuum, made up largely of spe- 
cial items which it is not feasible to show separately. 

Foreign Trade in Prosperity and Mild Depression.— Since 1940 was a 
year of moderate business depression, the figvures in Table 42 are lower 
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than they would be if we had chosen a year of prosperity, say 1928. For in 
1928 die total “credits” (and therefore the total “debits”) on tie inter- 
national balance sheet amounted to $10,559,000,000. Hence, the foreign 
trade of the United States in 1940 was only about 83 per cent as great 
as in 1928. We shall not undertake to examine here the 1928 figures item 
by item, but we may note -the fact that American exports of merchandise 
in that year totaled $5,334>000,000, and American imports of merchandise 
$4,497,000,000. This means that exports and imports of merchandise in 
1940 were, in terms of dollars, approximately 75 and 58 per cent, re- 
spectively, as important as in 1928. However, since the price level was 
slightly lower in 1940 than in 1928, the decfline in actual volume of com- 
modities was soinewhat less than the decline indicated by a comparison 
of the total value of merchandise exports and imports for Aese two years. 

American Ex3»orts and Kcports of Merchandise . 

In 1940, 45 per cent of tbe export items of the United States, and 30 
per cent of the import items, consisted of merchandise, as is shown in 
Table 42. Twelve years earlier, in 1928, when world trade was being 
transacted on a more extensive scale, these percentages were 50 for exports 
and 40 for imports. 

We turn now to the consideration of some of the most important articles 
of merchandise that enter into American foreign trade. In Tables 43 and 
44 are listed, respectively, the principal commodities exported and im- 
ported by the people of the United States. Two columns of figures are 
given in each table, the first being a five-year average for 1923-27, and the 
second for 1940. The five-year average represents more nearly “normal” 
conditions than do the 1940 figures, since the half-decade that has been 
chosen includes both “good” and “bad” years, from the business point 
of view, whereas 1940 was less good than average but was marked by 
unusually large exports of equipment for use in war. 

Merchandise Exported from the United States.— Of the fifteen items 
that appear in Table 43, five are of special interest because of their 
large contribution to the volume of total exports of diis coxmtiy. Heading 
the 1923-27 list is cotton, a commodity in the production of which the 
United St^es leads the world. Our five-year average gives to cotton an 
annual export value of about $900,000,000, but in some years the figure 
has been above a billion dollars. However, our cotton sales in the world 
market are meeting increasingly stiff competition from other cotton- 
producing countries, and wll probably never regain their past pre- 
eminence. Japan was our best pre-war customer in the purchase of 
cotton, with England r unni ng a fairly close second. 

Next in importance in the five-year average are petroleum and petro- 
leum products (such as gasoline, kerosene, and lubricating oils), which 
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we often export to the extent of approximately a half-billion dollars’ worth 
a year. The export item third in rank, judged by value of product, is 
madiinery of all kinds, including agricultural and industrial implements, 
office appliances, printing machinery, and so on, with values approximat- 
ing $360,000,000. Next iii importance are automobiles, and automobile 
engines and parts. This item is one of increasing significance. Tliough the 
average for the five-year period was only $281,000,000, there had been 

TABI.E 43. — Value of Principal ComtooiTiES Exported from the United States . 

(Source: Monildy Summary of Foreign Commerce of the United Stales, December, 1040) 


Value in Thousands of Dollars 


Classification 


1. Cotton, raw 

2. Fejtroleum and petroleum products 

3. Machinery, all dnsscs 

4. Automobiles, including engines and parts 

5. Wheat, including flour 

6. Iron and steel products 

7. Tobacco, unmanufactured 

8. Copper nnd copper manufactures 

0. Animal fats and oils 

10. Coal and coke 

11. Cotton manufactures 

12. Meats 

13. Sawmill products 

14. Fruits and nuts 

15. Eubber and rubber manufactures 


Fivc-ycnr 

Average, 

1023-1027 

1040 

801,634 

200,231 

464,313 

310,184 

350,401 

605,428 

281,515 

641,184 

275,201 

34,100 

159,237 

588,053 

140,588 

44,045 

147,600 

155,000 

144^080 

13,065 

140^617 

02,254 • 

135,113 

60,300 

108,725 

21,745 

101,007 

30,781 

100,355 

34,411 

51,103 

44,410 


a Steady advance in the exports of automobiles for several years prior to 
the depression that began in 1929. The figure for 1927, for example, was 
$388,000,000. The 1940 exports of machinery and automobiles were al- 
most double the five-year average, because of extensive war-time orders. 
This is the explanation, also, of the large exports of iron and steel which, 
in 1940, were approximately four times as great as during tlie period 
1923-27. 

The last item of exports which we shall note -specifically consists of 
wheat and flour, which in some years have brought to American ex- 
porters payments totaling slightly more than $400,000,000, and in other 
years somewhat less than that amount. The United Stales has been a 
consistent exporter of wheat, for .the country produces regularly more 
foodstuff of tbis kind than can be disposed of in the home market. How- 
ever, the -effort of other countries to make themselves moie largely self- 
sufficient in the production of foodstuffs has reduced substantially the 
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quantity of wheat purchased from the United States by foreigners. The 
extremely low export of wheat in 1940 reflects this effort.' 

Our exports of petroleum are made possible, of course, primarily be- 
cause important oil fields are located \vithin our national boimdaiies. 
We are fortunate, hke\vise, in having land and climatic conditions fa- 
vorable to the growih of certain agricultural crops. The suitability of 
the South for cotton production, and almost ideal conditions for the 
growing of wheat in the Middle West and North West, enable us to raise 
these crops so advantageously that it pays to produce both cotton and 
wheat for export. In machinery and automobfles we have commodities 
that are manufactured on the basis of large-scale production. This is a 
field of manufacture in which American enterprisers excel; and here, as 
in the items mentioned above, production is carried on so advantageously 
that it is profitable to produce not only for the domestic market but for 
foreign markets as well. 

Merchandise Imported to*tIie United States.— In Table 44 the first four 
items have stood out in most years as exceptionally important from the 
point of view of import values. The cotton goods manufacturers of Eng- 
land look to the United States for the bulk of their raw material, and • 


Table 44. — ^\’aloe of Phincipai Couuodities Iupobted into the United States 
(Source: Monihly Summary of Foreign Commerce of the United States, December, 1940) - 


Clasdfication 

Value in Thousands of Dollars 

Pive-year 

Average^ 

1923-1027 

1940 

1. Silk, raw 

379,080 

125,997 

2. Rubber, crude 

326,935 

303,118 

3. Sugar, cane 

296,090 

127,309 

4. CoSee 

262,463 

126,808 

5. Paper and paper manufactures ^ 

128,279 

132,618 

G. Wool and mohair 

110,894 

84,604 

7. Furs and fur manufactures 

108,804 

73,662 

8. Petroleum and products. 

105,151 

70,110 

.9. Hides and sidns 

100,078 

50,188 

10. Copper, ore and manufactures .*. . 

92,239 

73,492 

11. Tin, including ore : 

86,685 

130,981 

12. Wood pulp 

81,879 

75,414 

13. fVuits and nuts 

80,745 

46,997 

14. Cotton manufactures 

‘80,739 

28,747 

15. Sawmill products 

74,459 

24,177 

16. Wool manufactures : 

■72,354 

25,161 

17. Burlaps r 

72,176 

45,476 

18. Vegetable oils and fats 

71,411 

55,838 

19. Tobacco, unmanufactured 

69,834 

36,722 

20. FerUlizeis 

67,319 

27,207 
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tie silk manufacturers of this country have depended upon producers in 
other countries for the raw silk from which to spin and weave silk cloth. 
So great was the demand of American manufacturers for raw silk, that 
average annual silk imports totaled, in 1923-27, almost $400,000,000 in 
value. But the encroachment of rayon upon real silk is indicated by the 
steadily declining imports of raw silk into this country; and, of course, 
our entry into the second World War put a stop to our imports from 
Japan, which was formerly the source of most of our raw silk. Another im- 
portant raw material for which we have depended almost wholly upon 
other countries is crude rubber. Owing largely to our enormous ou^ut 
of automobiles and motor trucks, and the consequent demand for rubber 
tires, we have often imported annually from the Malay Peninsula more 
than $300,000,000 worth of crude rubber, which is here manufactured 
into rubber products. In one exceptional year (1926) our imports of 
rubber amounted to $500,000,000. Japanese military activities in Malaya 
in early -1942 led to the strict rationing of automobile tires in the United 
States, in anticipation of probable interference with trade from this great 
rubber-producing region. • ' 

We produce in the United States a part of the sugar required by our 
people, but the bulk of this commodity is imported from Cuba. Our 
average annual imports of sugar in “good times” amount to some $300,- 
000,000. Most of Ae imported sugar comes to us in the raw or unre- 
fined state, and is subjected to manufacturing processes in American sugar 
refineries. Coffee, of course, is an article which we do not attempt to 
grow in the United States. Instead, we import our coffee from South 
America (chiefly from Brazil and Colombia), and we pay to foreigners 
for this commodity a little more than a quarter of a billion dollars an- 
nually in years of prosperity. 

Raw Materials vs. Manirfactures.— Without dealing further with indi- 
vidual items of intemational trade, we may make the general observation 
that American exports consist in the main of manufactured goods, and 
American imports are made up rather largely of raw materials. There 
are, to be sure, some considerable exceptions to this statement. But the 
generalization is sufBciently true of present conditions, and it has special 
significance as indicating a definite trend. At present, approximately 65 
per cent of our commodity exports consist of goods partly or wholly 
manufactured, as against 40 per cent in 1880; and whereas in 1880 we 
imported only about 20 per cent of our raw materials used in manufactur- 
ing, today we import approximately 35 per cent of such materials. We 
see here an illustration of the well-lmown fact that America is becoming 
more distinctively industrial arid less distinctively agricultural. 

Direction of American Foreign Trade.— Before quitting the subject of 
American exports and imports of merchandise, we may note briefly the 
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sources of the imports into this countiy-and the destinations of our ex- 
ported commodities. 

•Table 45 gives an idea of the direction of Ameiica’n international trade 
on the basis of continental divisions. The figxures here given are for 1940. 
To Etnope went 41 per cent of om: commodity exports' in that year, in- 
cluding cotton and other raw materials, foodstuffs, machineiy, automo- 

Tabi£ 45. — Percentage DisTKisimoN or United States 
Exports and Iufobis, bt Continents, 1940 

(Source: MonMy Summary Foreign Commerce of the Untied 
States, December, 1940) 


• 

Percentage of 
Total Exports 

Percentage of 
Total Imports 


18.0 

16.6 

Smitlipm Nnrfli . .... 

8.5 

'9.7 

South America ' 

lOh 

15.0 

Europe 

40.9 

14h 

Asia 

15.4 

S7.7 

Oceania 

8.4 

1.8- 

Afritt. 

4.0 

4.9 



biles, and so on. Economically, Europe is essentially a manufacturing 
region, and yet Europeans normally buy a large quantity of American 
manufactures, which are attractive because of high quality and low prices. 
Manufactured goods make up about one-half of our usual exports to 
Europe, the other half consisting of raw materials. 

About 26 per cent of our exports in 1940 were sold to our neighbors in 
North America. Two-thirds of these commodities were manufactured 
goods. Asia, our next best customer, took almost 50 per cent more of our 
goods than South America, our third best. Nearly 60 per cent of our sales 
to Asia were of manufactured goods, while “semi-manufactures and fin- 
ished manufactures” made up about 95 per cent of the goods exported to 
South America, Oceania, and Africa. 

In imports, Asia headed the list in 1940, sending us nearly 38 per cent of 
all commodities brought into this coimtry. Fifty-five per cent of these 
goods were raw materials, of which rubber was the most important single 
item. Europe ordinarily comes second in sending merchandise to the 
United States, but the second World War so greatly reduced our 1940 im- 
ports from Europe, diat North America (with 26 per cent) and South' 
America (with 15 per cent) took second and third plac^, respectively, in 
that year. Three-fomths of the goods usually bought in Europe by Ameri- 
cans are manufactures, a fact which attests the industrial activity of that 
continent. United States imports from North America are chiefly from 
Canada, Cuba, and Mexico. Three-fourths of these purchases are of 
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manufactured goods. The imports from South America, on the other 
hand, consist of raw materials to the extent of four-fifths of the total. 
Coffee from Brazil arid Colombia, wool from Argentina, and nitrates from 
Chile account for the bulk of these imports. Oceania and Africa are 
relatively unimportant in the matter of exports from and imports to 
the United States. 

Gains Through InternationaIl Trade 

Trade, as we have so often said, consists of the exchange of surpluses 
that arise from the practice of specialization. International trade is the 
result of geographical or territorial specialization. It is specialization 
pushed beyond national boundaries. Nowhere* are the benefits of spe- 
cialization more clearly seen than in foreign trade. This is particularly 
true in the case -of certain materials which depend upon favorable cli- 
matic conditions if they are to be produced with small effort. Sugar, cof- 
fee, cotton, rubber, and several other commodities fall within this group. 
Since they may be grown with slight expenditure of capital and labor in 
some parts of the world, but in other regions only at great cost, if in- 
deed at all, it is obviously advantageous to resort to specialization and ex- 
change in the production of such goods. 

Success in Relation to Natural Endo%vments.>-It is generally recognized 
diat success is most likely to attend the efforts of the individual who en- 
gages in the type of work for which he is best fitted by nature. Messrs. 
Dempsey and Tunney probably achieved greater success in the pugilistic 
ring than they could have hoped for in academic circles; and, in like 
manner, our college professors doubtless do well to confine their efforts 
to things academic rather than to venture into the prize-fighting game. 
It is equally true that a nation is most likely to prosper economically if 
it applies its energies to the type, or types, of production in whidf it is 
able to engage most eflSciently. 

Two Important Advantages of Foreign Trade.— In dealing with the 
benefits of international trade we shall speak from the American point 
of view, though the choice of country makes no difference, of course, 
in the principles involved. In general, the people of the United States 
gain through foreign trade in 'that they are enabled, by reason' of this 
trade, first, to enjoy some goods of which they would otherwise be 
deprived; and, second, to secure other commodities at lower prices 
(or at least to greater advantage) than if the goods were produced in 
this country. 

The Enjoyment of Exotic Products.— The first of these gains is fairly 
apparent. It is true that bananas, coffee, and the like might possibly be 
grown in the United States under glass. But we know that, without any 
question, production carried on under such conditions would be highly 
disadvantageous and would result in prices so excessively high that 


INTERNATIONAL TRADE: FACTS AND PRINCIPLES 153 

they could not be paid by the average citizen. Consequently, we are 
justified in saying that international trade brings to us certain goods 
which, in the absence of such trade, we should not be able, as a people, to 
procure. 

The Principle of Comparative Costs.— The secqnd gain noted above is 
somewhat less obwous; and yet a tremendous amount of foreign trade 
is carried .on, not because in its absence a country would be compelled 
to get along wthout desirable goods, but rather for the reason that, in 
the output of an article that could be produced in two coimtries, it is 
often advantageous for one country to defer to the other. That is, the 
country that is less favorably equipped for a special kind of production 
yields to the country that is particularly well prepared to turn out the 
goods in question. This latter country ’thus specializes in making the 
article, producing enough not only for itself but for the other country 
as well, vuth the result that both benefit by the arrangement. 

Absolute Advantage.— This principle, which is known as the principle 
of comparative costs, is readily understood when the advantage is ab- 
solute, but it is more difficult to see in a case of comparative advantage. 
It is clear, for example, that it would be wise for the experienced banker 
to concentrate upon the problems of banking, and for his stenographer 
to specialize in tjqjing and similar work. The point is that each is, in 
his or her particular field of endeavor, more skillful than the other; and it 
would be wasteful for the stenographer to take a turn at money and 
credit while the banker pounded the typewriter.- The latter is more pro- 
ductive when specializing in money matters than in the role of typist; 
and the stenographer is more productive in her field of speciali^tion 
than in deteimining upon the placing or calling of loans. 

By the same token, Brazil is more effective than the United States in 
the gro\ving of coffee, and this country is more productive than Brazil 
in the manufacture of farming implements. In this instance, it is said 
that Brazil has an absolute advantage in the production of coffee, and 
the United States an absolute advantage in the production of farm 
machinery. In cases of this kind, it is clearly the part of xvisdom for 
these countries to engage in foreign trade, so that the United States may 
get her supply of coffee, and Brazil her farming implements, at lower 
prices than would prevail if the two nations attempted to practice self- 
sufiSciency. 

Comparative Advantage.— But (reverting to our former illustration) let 
us suppose that the banker is himself an expert typist and is able to 
operate the typewriter so skillfully as to exceed the speed of his stenog- 
rapher. In this instance, he would have an absolute advantage in both 
banking and typing. Should he, then, undertake to act as his own typist, 
or should he allow his stenographer, who is a less skillful t}’pist than he, 
to write his letters and other papers? The common-sense armver is_ that 
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the typing should be delegated to* the stenographer; for, though die 
banker is more productive than the stenographer in both banking and 
typing, yet he is more productive as a banker than as a typist. There- 
fore, it will pay him better to concentrate upon banking and allow an- 
other to do his typing. Because of the specialization of the banker in 
the field which is for him most productive (namely, finance), the stenog- 
rapher is said to have a comparative advantage in typing. 

Consequences of Comparative Advantage.— We find that- a great deal 
of international trade depends upon advantages of this latter type. So 
fortunate is the United States in Ae matter of natural resources, efficient 
management, and competent labor, that it is able to produce' a great 
many commodities at an absolute advantage. But its advantage in .the 
production of a limited numbef of articles is so great that in some in- 
stances it willingly surrenders absolute advantage in one form of pro- 
duction in order to embrace more fully a still greater absolute advantage 
in another. 

These items that are neglected by us are then produced at a com- 
parative advantage by other countries, which are thus able to engage in 
trade with the United States; and both countries gain in the process. 
It is claimed, for example, that we could produce flax quite as 'advan- 
tageously as any country in the world. But our facilities for growing other 
agricultural crops are so pronounced '(and so superior to our advantages 
for the raising of flax), that, so far as agriculture goes, we have usu^ly 
specialized in cotton, wheat, and other farm products, and imported our 
flax from Russia and Belgium. 

Effectiveness of Productive Effort.— Whether the advantage enjoyed by 
a nation is “absolute” or “comparative” does -not matter pa^cularly. The 
important thing is that the people of a country should, from -the economic 
point of view, always engage in those types of production in which their 
efforts will be employed most effectively. In some economic activities, the 
laborers of one country may be much more productive than those of 
another. In the- mining of coal, for example, the coal workers of the 
United States are much more productive than the coal workers of -Eng- 
land. It does not follow from this fact that no coal should be mined in 
England; but if there arfe other industries in which England has an ab- 
solute advantage over the United States, or in which she suffers a smaller 
disadvantage (enjoying, therefore, a comparative advantage), English- 
men would do well to concentrate upon these industries and leave the 
mining of coal to tiie laborers of the United States. 

Some Reasons for Productive Superiority.— In suggesting that labor is 
more productive in some countries than in others, .a word of caution is 
necessary. The expression is not used with the thought of implying that 
this superiority results from greater industry or skill on the part of the 
workers, though this might, indeed, be the case. But it is probable that 
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the greater productivity comes more often from conditiras other than 
the workers’ greater skill and aggressiveness. In the case of coal minin g 
cited above, the American worker produces more than twice as much 
per day as the British worker. But if the American miner were put to 
work in British mines, it is likely that his productive superiority would 
immediately disappear. For this superiority is due chiefly, and perhaps 
wholly, to the greater thickness and accessibility of coal seams in the 
American mines and to the employment of more mining machinery here 
than in Great Britain. Advantages, “absolute” or “comparative,” do some- 
times result from exceptional intelligence and skill on the part of labor. 
But probably more often they are attributable to natural resources or 
climatic conditions, to the great abundance of capital of modem type, to 
exceptionally able management, or to a combination of several of these 
factors. 

The gains -of foreign trade, then, are s imila r to the gains of domestic 
trade. Through geographical specialization, as dirough individual spe- 
cialization, the total product is -increased. By creating and ex chang ing 
surpluses of specialized goods, individuals are enabled to secure more 
commodities and services than would be available without specialization. 
If this is trae of individuals within a country,, it is equally true of in- 
dividuals in different countries; and foreign trade, as was pointed out 
at the beginning of the chapter, is almost wholly trade between in- 
dividuals and notbetween nations. 


1. In what respects are domestic trade and foreign trade similar? In what 
respects are they dissimilar? 

2. Does the expression, “the foreign trade of the United States,” refer to 
trade of this government with other governments? 

3. What w'as the total amoimt of foreign trade (expressed in dollars) of the 
United States in 1940, as shown in Table 42? 

4. What part of our total foreign trade consists of merchandise transactions? 

5. ^Vhich are greater, our exports or imports of merchandise? 

6 . Why should gold be shipped from coimtty to country? How does “ear- 
marking” lessen the amount shipped? 

7. How do you explain the fact that the American item of “tourist expendi- 
tures” is much larger than the item indicating foreigners’ tourist ex- 
penditures in this country? 

8 . Name the five principal exports of the United States, giving some idea 
of the value of each. 

9 . ^Vhat is there about our productive abilities that makes it possible for us 
to export these five items in large quantities? Examine each item separately 
in ans^vering this question. 

10. Name the four principal imports to the United States, giving some idea 
of the value of each. ' 

11. From what regions do these four commodities come? Would you classify 
them as “raw materials” or “manufactured goods’? 
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12. It is said that the United States is becoming more distinctively industrial 
and less distinctively agricultural. Illustrate with items entering into foreign 
trade. 

J 8 . Upon what geographical regions are we chiefly dependent for our imports? 

14. What geographical regions are the leading pur^asers of American ex- 
ports? 

15. What is the relationship between international trade and specialization? 

16. What are the two great advantages of foreign trade? 

17. “In the output of an article that could be produced in two cormtri^s, it is 
often advantageous for one country to defer to the other.” Why? 

18. Give an example of “absolute advantage” as it may be seen in production 
by two countries. . 

19. Give an example of “comparative advantage.” 

20. In the manufacture of many lands of goods, American workers are "more 
productive” than the workers of other countries. Why? 
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CHAPTER 89 


THE SETTLEMENT OF INTERNATIONAL OBLIGATIONS 


Fobeign Exchange 

We tubn now to one of the complications of international trade which has 
to do with maldng payment for goods imported and receiving payment for 
goods exported. The diflBculty in effecting these payments arises partly 
from differences in the monetary units used in two countries— but it is 
also due,’ in part, to the distances involved. 

Payments in Long-distance Trade.— The first of these items does not, of 
course, affect domestic trade. But the second may prove to be something 
of a problem within a country of great size. In trade between Massachu- 
setts and California, for example, there is the necessity of maldng and 
' receiving payment. If a Boston shoe mariufacturer sells his product to a 
San Francisco merchant, he probably receives in pa)Tnent a check pay- 
able at a San Francisco bank. This dheck he deposits in his own bai^ 
in Boston, but the Boston bank must in some way collect from the bank 
in San Francisco. Prior to the introduction of the Federal Reser\'e System, 
a charge was made for this service, theoretically to cover the cost of gold 
shipment from California to Massachirsetts and loss of interest during the 
period of transpo^ though in reality the actual gold was seldom trans- 
ferred. Check collections of this land are now made wthout charge, 
through the Federal Reserve banks, by means of the gold settlement fund 
(which was described in Chapter 33), so that the pa}'ment of long-dis- 
tance domestic obligations no longer constitutes a real problem. 

Gold as International Money.— In international trade some of the diffi- 
culties due to differences in monetary units have been disposed of in 
normal times by expressing international obligations in terms of gold. 
Though British paper money would not be acceptable to an American 
exporter of cotton since it could not be used in ordinary business trans- 
actions in this country, gold to the proper amoxmt is quite welcome, 
because it can be converted readily, and \vithout loss, into American dol- 
lars Upon application to the United States Mint. In like manner, Ameri- 
can gold is acceptable in foreign coimtries operating'" on a gold standard. 
What we are saying, then, is that gold, because of its desirability as a 
commodity, is generally acceptable and ser\'es as money practically 
diroughout die world. 
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Avoidance of Gold Shipments.— It would be highly undesirable, how- 
ever, to make payment for all international transactions in actual gold. 
An arrangement of this kind would have meant in 1940 tlie shipment 
of about $17,500,000,000 wordi of gold to take care of tlie trade trans- 
actions between tlie United States and other countries, as may be 
seen by examining Table 42. In 1929, when foreign trade was greater 
tlian in 1940, the figure would have been some $21,000,000,000. Fortu- 
nately, there is no need to make such huge shipments, for in foreign 
trade, as in domestic trade, business transactions tend to offset one an- 
other. It is a truism in international trade diat, over a long period of 
years, a country cannot sell goods unless it will buy; tliat is, it cannot 
hope to engage in export trade unless it is willing also to import goods 
from odier countries. This is a matter into which we shall inquire shortly. 

Economy in the Use of Gold.— Table 42 shows that in 1940 the foreign 
trade of tlie United States consisted of exports and imports amounting 
to some $17,500,000,000. Of this amount, gold movements came to $4,754,- 
000,000, or 27 per cent of the total. We have seen diat this was a highly 
abnormal year in the matter of gold shipments, since foreigners sent 
large quantities of gold to the United States in the interests of safety. 
Hence, we shall understand better tlie r61c played by gold in interna- 
tional trade if we consider a year of both peace and prosperity. In 1928, 
for example, less than $1,000,000,000 wortli of gold changed hands .in 
’carrying out $21,000,000,000 worth of international business transactions. 
The reason so huge a volume of trade can be transacted with so slight 
a movement of gold is that, just as in the clearing houses of our banking 
system, claims are set over against claims, debits against credits, and 
thus most obligations are canceled without necessitating the shipment 
of gold. 

The general principle involved in the cancellation of debits and credits 
arising in international trade may be made clear through a very simple 
illustration. Let us suppose England and the United States to be on the 
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Fig. S3.— Settlement of International Obligations by Gold 

Shipments 


gold standard, as they were prior to 1931, with no governmental restric- 
tions upon the shipment of gold. Now if, under these conditions, tire 
Remington Typewriter Company sells $10,000 worth of typewriters to 
the London and North Eastern Railway, and at about the same time the 
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Wedgwood Pottery Company ships a £2055 order of china to Gimbel 
Brothers of New York, there are several possible ways of settling these 
obligations. With our assumption of £.1 sterling being equal to $4.87, 
as in 1931, the value of the shipment of typewriters would equal exactly 
the value of the shipment of china. Hence, the shipments of goods might 
be paid for by the shipment of gold, as shown in Fig. 53. 

The Cancellation of International Obligations.— But it is troublesome 
and costly to ship gold to England from the United States, and to the 
United States from England. We may be sure that diese importers, 
whose problem it is to effect payment, would try to avoid an actual trans- 
fer of gold. This would be fairly easy if all four parties concerned were 
acquainted with one another and knew of the sales that had taken place. 
In such event it could easily he arranged that Gimbel Brothers should 
pay $10,000 to the Remington Typewriter Company, and the London 
and North Eastern Railway Company a like sum in British money 
( £2055) to the Wedgwood Pottery Company. Through a canceling-out 
process of this kind both obligations could be met without the use of 
gold. The transaction would be as in Fig. 54. 
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Fig. 54.— Settlement of Intebnationai. Obugations by 
Canceixation 


This is, fundamentally, the financial transaction that takes place in 
the settlement of obligations arising in foreign trade, but the process is 
not quite so simple as it appears above. Our illustration is based upon 
two assumptions that we caimot make with safe^, in addition to the 
hypothesis that there is no governmental restriction to the free shipment 
of gold between these two countries. The first is that the parties engag- 
ing in international trade know of each others business dealings wth 
foreigners; and this is certainly a far-fetched notion, in view of the large 
number of persons engaging in such trade. The second assumption, that 
transactions of exactly equal amounts (in the present case, of $10,000 
each) can be located and canceled out^ is likewise not warranted. 

The Use of “Foreign Exchange.”— For diese and other reasons, there 
has come into existence a class of mid^emen who are bankers or 
private dealers in “foreign exchange” (the name given to foreign drafts 
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or bills of exchange). The introduction of these bankers into the situation 
removes the difficulties we have just described. Their presence in die 
field makes it unnecessary for exporters and importers to know one an-' 
other, for these bankers provide a recognized market in which exporters 
can sell their claims against foreigners, and importers can purchase bills 
of exchange with which to pay obligations due foreign exporters. There 
is the furdier fact that these dealers in foreign exchange, like commer- 
cial bankers, exchange bank credit for personal credit, and thus render 
it more generally acceptable. 

The entrance of the banker into the picture gives us a situation such 
as is shown in Fig. 55. The Remington Typewriter Company, wishing to 
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Fig. 55.— The Use of ‘Tobeign Exchange” 


secure payment at once, sells to a New York bank (dealing in foreign 
exchange) a draft or commercial bill ordering the London and North 
Eastern Railway to pay the Remington Typewriter Company £2055, or 
its equivalent in gold. This sale of the endorsed draft ^ves the Reming- 
ton Typewriter Company immediate possession of the $i0,000 due this 
concern; and the bank proceeds to collect the draft by sending it to a 
correspondent bank in London, which in turn presents it to the London 
and North Eastern Railway Company and receives payment in British 
money. Gimbel Brothers, on the other hand, buy from the bank a banker s 
bill of exchange for £2055, which it forwards to the Wedgwood Pottery 
Company; and this concern, by presenting the bill at the correspondent 
bank, secures payment for the shipment of china to the Gimbel store. 
Here, again, all claims have been settled without transfer of gold over- 
seas. 





SETTLEMENT OF INTERNATIONAL OBLIGATIONS i6i 

“Foreign Balances” of Dealers in Ebtchange.— We may bring our illus- 
tration closer to reality by multiplying instances. It must be understood 
that not only the Remington Typewriter Company, but thousands of 
other American exporters, are selling to the American bank claims upon 
English importers. The bank, by sending the piu'chased drafts to its 
correspondent bank in London, builds up in the London organization a 
large balance which is held subject to the nrder of the American bank. 
But, also, the American bank is constantly selling bankers bills (such as 
that purchased by Gimbel Brothers) which before long are presented for 
payment at the correspondent bank; and these payments bring about a . 
steady reduction in the balance that is being built up in the manner de- 
scribed above. It must be remembered, of course, that there are many 
banks dealing in foreign exchange, and many correspondent banks in 
foreign countries, instead of only tbe one of each that enters into oiu: 
example. 

In the payments described above, the American concerns took the 
initiative in both instances; that is to say, the Remington Type\vriter 
Compaiiy “drew” on the London and North Eastern Railway, and Gimbel 
Brothers bought a bill of exchange wilb which to pay their indebtedness 
to the Wedgwood Pottery Company. It should be obvious, however, that 
the British companies might have made the first move, the Wedgwood 
Pottery Company selling to the London bank a draft on Gimbel Brothers, 
and the London and North Eastern Railway purchasing from this bank 
a banker s bill of exchange with which to remit to the Remington Type- 
\vriter Company. There is no universal practice in the matter; in some 
instances the exporter will “draw” and in other cases the importer ^vill 
take the initiative and settle the accoimt by forwarding a bill of exchange. 
^Vhether one method or the other is employed depends upon die terms 
of the business transaction between exporter and importer. 

It would be possible, of course, for importers always to meet their 
obligations through the purchase of bankers bills, thus obviating the use 
of commercial bills such as that employed in the transaction between the 
Remington Typewriter Company and the London and North Eastern 
Railway. The ^ect is the same whichever method is adopted. In every 
instance importers pay funds into banks ofdieir respective countries, and 
exporters draw funds from banks, the latter by selling claims upon for- - 
eign concerns and the former by buying claims. If, then, the value of all 
goods exported from die United States to England is exacdy equal to 
^e ^'alue of goods imported from that country to the United States, 
^American importers will pay into American banks handling foreign ex- 
change, precisely the amount which American exporters will draw out. 
Likewise) the payments of English importers to British dealers in ex- 
change will equ^ the ^vithdra^vals by English exporters. Under these 
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conditions, all payments necessitated by reason of fordgn trade may 
easily be made without shipment of gold. 

“Triangular Exchange.”— The settlement of international indebtedness 
is often a much more complicated matter than is suggested by the simple 
processes that we have described. We have referred, for example, to. 
the fact that a country’s imports are paid for, in the main, by its exports. 
But in the case of two countries, the one may export to the second con- 
siderably more goods than it imports from that country. It would seem; 
in a case of this kind, that a great deal of gold would have to be trans- 
ferred in order to make up the balance; and, of course, transfers of gold 
do take place. There are ways, however, to avoid the actual shipment of 
gold in many instances. An example of “triangular,” or “three-cornered,” 
exchange will illustrate this point 

There are some countries from which the United States imports a 
large quantity of goods, but to which it sends but few goods in return. 
We have already seen that in normal times we buy great quantities of 
silk from Japan, coffee from Brazil and Colombia, and rubber from the 
Malay Peninsula. In instances such as these (and especially when the 
import consists of raw materials from a rather primitive country), our 
imports from individual countries exceed our exports to these countries. 
On the other hand, we export to certain countries (as, for example, to 
England) more than we import from these specific countries. If we add 
to these facts the assumption that England exports to one of these coun- 
tries (say, to Colombia) more than she imports, we have conditions such 
as form the basis of triangular exchange and make it possible to effect 
settlements without the use of gold. 

Since American imports from Colombia materially exceed our exports 
to that country, while our’ exports to England are greater dran our im- 
ports, there should be available in New York an abundance of London 
exchange, but little or no opportunity there to buy bills of exchange pay- 
able- in Colombia. How, then, shall American importers settle- their ac- 
counts in Colombia? And how shall English importers pay bills due 
manufacturers and merchants in the United States for shipments from 
America to England? The problem is solved by American importers pur- 
chasing, in New York, London exchange which can be used for the set- 
tlement of debts in Colombia. For London is a world clearing house 
for foreign exchange, and exchange drawn on a London bank is accept- 
able in virtually any part of the world. This London exchange originate 
through American exporters drawing on English importers and then sell- 
ing these drafts to New York dealers in exchange. Therefore, American 
importers can pay for goods imported from Colombia by sending to 
Colombian business men the London bills that they have bought in New 
York. 

The bills can then be sold by these Colombian exporters to other per- 
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sons in tfaeir country, who In turn have imported goods from EugVud 
and are anxious to have drafts on London with which to meet their 
obligations. When the Colombian importers have settled their accounts 
with English exporters in this, way, the exporters present the drafts for 
collection to the English importers of American goods (upon whom they 
were originally drawn), and when they are paid all obligations have 
been met. The several steps in the process are illustrated in Fig. 56, in 
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Fig. 56.— An Exaxcpli; of "Triancui.ab ExcHANCi^’ 


whi(^ the arrows indicate the direction in which ihe drafts move, the 
goods moving, of course, in the opposite direction. 

The Rate of Exchange.— Naturally, die bankers handling foreign ex- 
change make a charge for the accommodation; but this charge is paid 
willingly enough, since the use of foreign exchange makes it unnecessary 
to send gold overseas in settlement of indebtedness. The monetary unit 
of the United States is the dollar, and of England the pound sterling. 
. Americans, of course, wish to be paid in either dollars or gold, and Eng' 
lishmen in eitlier pounds or gold. There is no difficulty about this, how- 
ever, since the English exporter is in reality paid by the London bank in 
money which this bank has received from English importers. It is there- 
fore British moji^, or pounds sterling. A similar situation exists in the 
United States, for .^erican exporters receive from their banks American 
dollars that have been paid in by American importers who require 
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banker’s bills with which to settle foreign obligations. This is true so long 
as exports and imports between two countries are equal. 

There are times, however, when exports from the United States to 
England are either greater or less than imports from England. Let us 
suppose, for the moment, that they are greater. This means that American 
exporters are drawing from American banks more than American im- 
porters are paying in. In England, the situation is reversed; British im- 
porters, through their piurcliase of bills of exchange with which to pay 
obhgations in America, are paying into English banks more than British 
exporters are drawing out, for British imports are greater than exports. 
If American exports exceed imports to a considerable extent, the quantity 
of London exchange for sale in New York (that is, bills of exchange. pay- 
able in London in pounds sterling) increases, while at 'the sarne time 
(because of the relatively small imports) there is little call for these bills 
on the part of American importers. 

Changes in Exchange Rates.— Applying here the laws of price deter- 
mination, which we have already explained in detail, we see that, because 
of the large quantity of London exchange offered for sale and the small 
quantity desired, the price must be low. London exchange in New York 
is said, under these circumstances, to be “at a discount,” that is, it will 
sell below par. Moving quickly to England and viewing the situation from 
that angle, we find that there are many British importers anxious to buy 
New York exchange with which to pay American exporters. But New 
York exchange is scarce in London because tliere has been little export- 
ing to the United States. As a consequence. New York exchange in Lon- 
don will sell “at a premium,” or above par. 

We can find the par of exchange by comparing the gold content, of, say, 
the dollar and the pound sterling. A British pound sterling commands 
$4.8665 in gold when it contains (as in 1931) 4.8665 times as much pure 
gold as the dollar. When exports and imports are at a par (that is, ex- 
actly equal in value) the rate of exchange between dollars and pounds 
will also be at par, and the American importer can purchase bills of 
exchange payable in London in pounds sterling, on the basis of $4.8665 
per pound, plus the dealer’s commission. 

But if exports from the United States to England are greater than im- 
ports, he will be able to buy London exchange at less than par, perhaps 
at $4.8.5 per pound sterling. At this same instant, the British importer 
in London, seeking to purchase foreign exchange payable in New York 
in dollars, will discover that he must pay more than par for a bill of 
exchange, that is, for each pound sterKng he will receive only $4.85 
worth of American dollars. 

It should now be clear that an excess of American imports over e 3 q)orts 
will reverse the situation, and London exchange will, in New York, sell 
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at a premium (say, at $4.88 per pound), while New York exchange in 
London will sell at a discount; that is, a pound sterling will buy more than 
a nonnal amount of dollar purchasing power— $4.88 worth, to be exact. 
The problefa, then, is one of supply and demand. The price of foreign ex- 
change is low when there is an abundance of it available, and the price 
is high when bills of exchange are relatively scarce. 

“Gold Shipping Points.”— There are, however, heights and depths be- 
yond which the price ^vill not go. These are known as the “gold shipping 
points,” and they represent deviations from par beyond which it will pay 
the importer to ship gold in payment of Lis foreign obligations. If the 
shipping costs of a poimd sterling between New York and London (cov- 
ering transportation, insurance, and all handling charges) are, say, two 
cents, then the American importer will refuse to buy London exchange if 
the price goes above $4.8865, since it would be cheaper to ship gold 
than to pay a higher price for bills of exchange. Similarly, American ex- 
porters, in selling to American bankers their f^lainns upon British im- 
porters, will not take less than $48465 per pound sterling, for it would 
be more profitable to have gold shipped from England in settlement of 
their claims than to sell the claims at a figure smaller than the amount 
mentioned. \Vhen there are no obstacles to the free movement of gold, 
the rate of exchange is ordinarily held between these upper and lower 
gold shipping points. In actual practice, gold shipments are made not 
by importers who have obligations to meet, but by bankers who thus 
increase their balances abroad and then sell foreign drafts against these 
balances. However, the feet that importers could pay their bills by ship- 
ping gold prevents the rate of exchange from going beyond the gold ship- 
ping point. 

Fobchasing-fower Pabiit 

Thus far, we have been considering foreign exchange between coun- 
tries that are on the gold standard. But nearly all of the countries that 
play important roles in intemational trade have abandoned the gold 
standard, and there is no longer a free movement of gold between them. 
If two coimtries, one on a gold and the other on a paper standard, engage 
in trade, the exchange rates ■wiU no longer be anchored to the gold parity 
and may deviate "widely from such parity. This is true because the de- 
parture from the gold standard eliminates the possibility of free gold 
movements. The statement holds also for trade between frvo coimtries 
both of which have departed from the gold standard. Because the ex- 
change rates lose their connection with a gold parity, it does not follow 
that there is no parity, or “norm,” about which the actual exchange rates 
•will tend to fluctuate. Indeed, there is such a norm, which we call “pur- 
chasing-power parity,” and which means that ttie parity of' exchange is 
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based upon die purchasing power, and not upon the gold content, of 
money. 

Purchasing-power parity therefore is a ratio which expresses the re- 
lationship between the price levels of the two countries under considera- 
tion. It must be thought of as an ideal ratio, just as the gold parity of 
£1 = $4.87 is an ideal ratib. But just as the actual rates of exchange fre- 
quently vary hrom the ideal when bodi countries are on the gold standard, 
so also may actual rates of exchange vary from purchasing-power parity 
when the trading countries have left the gold standard. As these lines are 
written, the pound is quoted at $4.00. This is, of course, the rate of 
exchange at this particular time, and not necessarily the par of exchange. 

Purchasing-power Parity and Domestic Price Levels.— When both Eng- 
land and the United States were still on the gold standard and the gold 
parity of £1 = $4.87 was in actual force, this expression of the parity of 
exchange could be taken literally. For £1 was a given quantity of gold, 
and $4.87 was precisely the same quantity of gold. When international 
trade was transacted upon this basis of exchange, what happened was that 
a quantity of economic goods valued in England at approximately 125 
grains of gold nine-tenths fine* (^1) was sent to the United States 
in exchange for a quantity of economic goods valued in America at 125 
grains of gold ($4.87). Thus goods exchanged for goods, as they always 
must in international trade, either immediately of eventually. The ratio 
at which they exchanged was determined by the relationship between 
the purchasing power of gold in England and in the United States. Under 
purchasing-power parity, the ratio at which English and American goods 
exchange is likewise determined by the relationship between the domestic 
price levels— expressed now, however, not in terms of gold but in paper 
pounds and dollars, respectively. With both England and' tiie United 
• States on a paper monetary basis, the statement that £1 = $4.00 means 
that the purchasing power of the paper pound in England is approxi- 
mately the same as the purchasing power of $4.00 (paper) in the United 
States. This exchange rate, then, is based upon the relation between the 
domestic purchasing powers of the two national currency units. 

There is nothing surprising about the parity of exchange being based 
upon the purchasing power of money in tire countries that issue it, for 
eventually the money must be spent in the countries of issue, if it is to be 
spent at all. Paper pounds are generally acceptable in England but not 
in the United States, and paper dollars in the United States but not in 
England. Hence, pourrds must be spent in England and dollars in tiie 
United States. It follows that the value of the pound and the- dollar inust 
depend, in the final analysis, upon what they will buy in England and 

^ In the interests of strict accuracy, it may be noted that British gold used for 
. monetary piuposes is eleven-twelfths' fine, while American monetary gold is nine- 
tenths fine. 
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the United States, respectively. Let ns suppose that these two countries, 
both being on a paper money basis, engage in international trade, and 
that all commodities and services purchased by the people of England 
in the United States are paid for in paper pounds, and that all goods 
bought by Americans in England are paid for in paper dollars. It is ob- 
vious that trade could not stop at this point, since dollars in England and 
pounds in America lack general acceptability and are therefore but 
slightly useful. To be used to greatest advantage they must be returned 
to the country of issue and spent there for economic goods, and their 
usefulness will be measured by the quantity of goods th^ command in 
that country. 

Speculation in Foreign Exchange.— It should be noted, further, that 
speculation may enter into a situation such as we have described. If, for 
example, it appeared likely that we should' soon have a rise in the price 
level of the United States without a corresponding rise in England, there 
would be a rush to convert dollars into pounds, in anticipation of the loss 
of purchasing power that dollars would suffer through an increase in 
general prices in the United States. This increased demand for poimds 
would alter the’ ratio of exchange, which might be expected to move to 
£1 = $4.25, or to some other ratio indicating the enhanced value of the 
poimd as compared with dollars. If a decline in the American price level 
were expected "’ith no change in general prices in England, we may 
be sure that Britishers would seek to buy up dollars while they were still 
relatively cheap. Their bids for dollar exdiange would have the effect 
of raising the price of drafts payable in dollars, with the result that the 
number of cents obtainable for a pound would begin to move downward 
from the present 400, and might eventually get as low as (say) 375, when 
the rate of exchange would be £1 = $3.75. If, on tire other hand, the 
present nominal gold parity of £T = $8£4 were expected to come into 
force, there would be an iirunediate scramble to buy pounds while they 
were still available at $4.00 in American paper money; and this scramble 
would cause the “$4.00” of the present paper r&tio to move in the direc- 
tion of the $8.24 which the pound would cost, once the new gold parity 
had been adopted. 

Speculation takes place also in the foreign exchange of countries 
which are firmly established on the gold standard and make no effort to 
prevent the shipment of gold. .Dealers in exdiange, like dealers in any 
other commodity, ^vill buy in antidpation of a rise and sell in antidpatiorT 
of a dedine in price. Consequently, foere are alw^ays some people buying 
foreign drafts because they expect an increase, in demand which will en- 
able them to reap a profit, and others selling because they look for a 
dedine in demand wMch would render their holdings less valuable than 
they are at present. However, the exchange rates of paper currendes offer 
a mder scope for speculative operations dian the rat^ of gold standard 
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currencies; for the latter, it will be recalled, can vary only between the 
gold shipping points, whereas the former are likely to fluctuate more 
widely. 

The Balance of Payments 

“Favorable” and “Unfavorable” Balances of Trade.— We have yet to 
consider the contention that the exports and imports of a country tend to 
be equal, and to examine briefly the mechanism which brings about the 
equilibrium between exports and imports. In this connection, we shall 
find it convenient to make use of two terms which are met with continu- 
ally in die literature of international trade. For many decades, economists 
have been ^vriting about "favorable” and “unfavorable” balances of trade. 
Indeed, the terms originated at a time when it was considered decidedly 
advantageous for a nation to send abroad more goods than it imported, 
so that it might receive gold in payment of the balance. Of more recent 
years we have come to tire realization that tire acquisition of a very large 
quantity of gold is not necessarily a great blessing, but may bring about 
distinctly unpleasant consequences through its effects upon the credit- 
currency systems and tire price levels of the countries sending and re- 
ceiving the gold. Consequently, the terms “favorable” and “unfavorable,” 
when used in connection with an international trade balance, are likely 
to be misunderstood. It would certainly be clearer to refer to an "excess 
of exports” or an "excess of imports”; but the other expressions have 
become so firmly fixed in our economic language that tlrere seems to be 
small hope of ousting them. 

The l^ng-run Equalization of Trade.— To many people, international 
trade appears to consist primarily of exports and imports of merchandise 
and services of the types listed in Items 1 to 8 of Table 42. Before the era 
of large-scale foreign investments, these were, of course, the items of 
greatest importance; and it was a commonplace among writers on eco- 
nomics that what a country exported in the way of such goods tended to 
equal its imports of these Idnds. Even today, when long-term investments 
and changes in international banking accounts form an appreciable part 
of a country’s exports and imports, it should -be obvious that, although 
such, “claims upon economic goods” may be acceptable terhporarily in 
exchange for economic goods, yet tirey are acceptable only in the sense 
tiiat they constitute deferred payments; and sooner or later the holders 
of these claims will expect to convert them into commodities and serv- 
ices. 

If, then, a country— say the United States— maintains a “favorable” 
trade balance by exporting year by year more economic goods than it 
imports, and receiving in exchange for its excess of exports such claims 
upon foreigners as are represented by stocks and bonds, we may be sure 
tiiat there will come a day of reckoning when the holders of these claims 
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^vill call for payment. The direction of trade wall then have to be reversed, 
for payment must eventually be made, if it is made at all, in economic 
goods. Moreover, payment will involve an excess of imports over exports, 
and the United States will then have a so-called “unfavorable” bdance 
of trade. This is but one more illustration of the fact that trade consists, 
at least in the long run, of an exchange of commodities and services for 
commodities and services. 

Maintenance of Goods Balance Under the Gold Standard.— The length 
of time required to balance exports and impo^ of economic goods can- 
not, of course, be predicted \vith anything approaching accuracy, but 
we may inquire into the method of bringing about this equilibrium. Let 
us suppose, for the sake of simplicity in explanation, that all intemationsl 
- trade consists of economic goods, neglecting for the moment such items 
as long-term investments and changes in international banking accounts. 
Let us suppose, further, that the coxmtries which engage in trade are all 
on the gold standard. 

It is ssde to say that people ordinarily buy in their own c»mmunities, 
and certainly in their own countries, unless there is an advantage to be 
had through pmchasing in a more distant region. If, for example, Eng- 
lishmen unport goods from the United States, they do so because they 
can buy here to greater advantage than at home..Tbis would mean, in all 
probability, that certain commodities and services were obtainable at 
lower prices in the United States than in England. Otherwise there would 
be no incjentive to buy at so great a distance. Therefore, if American ex- 
ports of economic goods should continuously be greater than imports, we 
• -should expect to find the cause in the lower prices that prevail in the 
United States for the goods desired by foreigners, and the high prices 
in other countries for goods which might be purchased by Americans 
except for the fact that they can secure them at lower figures right at 
home. But if the United States continued for a long time to have larger 
exports than imports, the balances year by year would be paid in gold; 

■ and diis gold might be expected to increase the quantity of circulating 
media in the United States and thus raise the price level. 

,An increase in general prices would eventually make itself felt in in- 
ternational trade. For not only goods that are sold at home, but those 
entering into international trade as well, would advance in price; and, 
in the course of years, these goods would be offered only at figures which 
were prohibitive, so far as foreign purchasers were concerned. For just 
as the influx of gold to the United States would raise' prices, so also its 
flow from other countries would lower price levels in those particular 
countries; and thus it would become increasingly difiBcult for American 
business men to quote prices which would induce foreigners to buy in 
the United States instead of at home. Indeed, we might expect prices in 
foreign countries to decline so greatly that American pmchasers would 
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be. attracted, and as a consequence American imports for a time might 
exceed American exports. We have, then, in the movement of gold a 
device which tends to bring about an equilibrium between exports and 
imports of commodities and services. If the balance is upset to a very 
considerable extent, so that the rate of exchange comes close to the gold 
shipping point, a movement of gold takes place which in time may be 
counted upon to restore the equilibrium once more. 

Equilibrium of All Payments Under the Gold Standard.— Having see*' 
how exports and imports are balanced under the relatively simple con- 
ditions which we assmned to exist, we may now introduce the capital 
movements which are included in Table 42 under Items 9, 10, 11, and 12, 
Paper currency movements, listed as Item 15, are similar in character to 
these several capital items, since paper money is in reality a credit instm- 
ment. Item 16 consists of a host of things which, if we knew perfectly ah 
details of the situation, could be distributed elsewhere in the table; and 
silver (Item 14) may be regarded as* merchandise. Thus we can include 
among exports and imports every item in Table 42, with tlie single excep- 
tion of gold; and gold, it should be observed, is customarily regarded 
purely as a means of settling balances in international trade, when the 
nations engaging in trade are on the gold standard, as they are under our 
assumed conditions. If, then, our international balance sheet were the one 
appearing as Table 42, we should find that (apart from gold shipped) 
the exports of all items (or credits) amounted to $8,779,000,000, and the 
imports of all items (or debits), to $4,035,000,000, requiring a net gold 
import of $4,744,000,000 to bring the two into equilibrium. The gold 
transferred in 1940 represents, as we have explained, a far larger per- 
centage of the total volume of transactions than in normal years. 

Obstacles to die Automatic Attainment of Equilibrium.— This shipment 
of gold, like the shipment mentioned in an earlier paragraph, might be 
expected to raise somewhat the price level of the country receiving it— 
the United States— and to depress somewhat the price levels of the coun- 
tries losing it, thus tending to bring about a readjustment of trade which 
would bring exports and imports into balance. However, we cannot be 
certain that gold entering a country may not be “sterilized” (that is, kept 
by the central banking system from forming the basis of credit expan- 
sioii), and thus be prevented from raising the price level. And it is also 
possible that the country losing gold may liberalize its policy of credit 
e^ension so as to keep the loss of gold from depressing its level of gen- 
eral prices. In the face of such credit manipulation, the readjustment to 
which we have referred might not take place promptly. However, it 
would not be possible to continue the shipment of gold in one direc- 
tion indefinitely, without forcing off the gold standard the country whose 
stock of gold was being depleted. And once it had abandoned the gold 
standard, the value of its paper currency would soon fall and the di- 
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rection of trade would be reversed. This statement does not apply to 
gold-producing countries which mine and refine year by year a si^cient 
quantity of gold to enable them to meet imfavorable trade balances in 
gold without dra^ving upon the stocks of bullion needed for the support 
of their monetary and banking systems. 

The Influence of Changes in Rates of Exchange.— At this point we 
must emphasize the fact that the forces making for an equilibrium ol 
exports and imports are at work all the time, and do not become active 
merely when the rate* of exchange has reached die gold shipping point. 
It will be remembered that international payments are usually made 
through the medium of bills of exchange, and that a favorable balance 
of trade for the United. States requires the people of other countries who 
are importing American goods to pay a premium when they buy dollar 
exchange, since the demand is great and the quantity available is rela- 
tively small. At this same time, and for the same reason, foreign drafts 
will sell at a discount in New York. For example, the discrepancy between 
exports and imports might be so great that dollar exchange would sell 
in London at as high a price as iil = $4.85. This high price charged for 
the means of making payments for American goods would in itself have 
a depressing effect upon exports from the United States to England, and 
the low price of sterling exchange in New York would stimulate imports 
from England to this country. It is evident, then, that fluctuations in the 
rate of foreign exchange tend to bring trade balances into equilibrium, 
and that the shipment of gold in settlement of balances takes place only 
after the rate of exchange has moved so far from gold parity as to reach 
the gold shipping point. 

The Handling of Cold Shipments.— It ^vill be well also to explain more 
fully the statement, already made, that movements of gold, when they 
occur, are not handled by the importers of goods. This service is or- 
dinarily performed not by the importers of goods, but by dealers in for- 
eign exchange who, when the gold shipping point is reached, make a 
shipment of gold themselves and thus build up foreign balances against 
whicdi they may •write foreign drafts and sell diem to those who must 
pay bills in foreign coimtries. On such drafts die dealers in exchange will 
naturally charge a premium which will reimburse them fully for the exist 
of shipping the gold, and yet will not make the total cost to the buyer 
higher than the cost which would be entailed if he undertook to pay his 
foreign obligations by shipping gold himself. Furthermore, if there is a 
probability that gold will soon move in the opposite direction, the ad- 
ditions to foreign balances referred to above may be made through a 
credit transaction instead of a gold shipment, since it would ob'viously be 
silly to send gold to England only to have it prompdy returned. Credit 
transactions of this land appear in the international balance sheet as 
changes in international b ankin g accounts (Item 10 in Table 42). 
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be. attracted, and as a consequence American imports for a time might 
exceed American exports. We have, then, in tlie movement of gold a 
device which tends to bring about an equilibrium between exports and 
imports of commodities and services. If the balance is upset to a very 
considerable extend so that the rate of exchange comes close to the gold 
shipping point, a movement of gold takes place which in time may be 
counted upon to restore the equilibrium once more. 

Equilibrium of AH Payments Under the Gold Standard.— Having seec 
how exports and imports are balanced under the relatively simple con' 
ditions which we assumed to exist, we may now introduce the capital 
movements which are included in Table 42 under Items 9, 10, 11, and 12. 
Paper currency movements, listed as Item 15, are similar in character to 
these several capital items, since paper money is in reality a credit instru* 
ment. Item 16 consists of a host of Aings which, if we knew perfectly ah 
details of the situation, could be distributed elsewhere in the table; and 
silver (Item 14) may be regarded as* merchandise. Tims we can include 
among exports and imports every item in Table 42, with die single excen- 
tion of gold; and gold, it should be observed, is customarily regarded 
purely as a means of settling balances in international trade, when the 
nations engaging in trade are on the gold standard, as they are under our 
assumed conditions. If, then, oiu- international balance sheet were the one 
appearing as Table 42, we should find that (apart from gold shipped) 
the exports of all items (or credits) amounted to $8,779,000,000, and the 
imports of all items (or debits), to $4,035,000,000, requiring a net gold 
import of $4,744,000,000 to bring the two into equilibrium. The gold 
transferred in 1940 represents, as we have explained, a far larger per- 
centage of the total volume of transactions than in normal years. 

Obstacles to the Automatic Attainment of Equilibrium.— This shipment 
of gold, like the shipment mentioned in an earlier paragraph, might be 
expected to raise somewhat the price level of the country receiving it— 
the United States— and to depress somewhat the price levels of the coun- 
tries losing it, thus tending to bring about a readjustment of trade which 
would bring exports and imports into balance. However, we cannot be 
certain that gold entering a country may not be “sterilized” (that is, kept 
by the central banking system from forming the basis of credit expan- 
sion), and thus be prevented from raising the price level. And it is also 
possible that the country losing gold may liberalize its policy of credit 
extension so as to keep &e loss of gold from depressing its level of gen- 
eral prices. In the face of such credit manipulation, the readjustment to 
which we have referred might not take place promptly. However, it 
would not be possible to continue the shipment of gold in one direc- 
tion indefinitely, without forcing off the gold standard the country whose 
stock of gold was being depleted. And once it had abandoned the gold 
standard, the value of its paper currency would soon fall and the di' 



SETTLEMENT OF INTERNATIONAL OBLIGATIONS 171 

rection of trade would be reversed. This statement does not apply to 
gold-producing countries which mine and refine year by year a sufficient 
quantity of gold to enable them to meet unfavorable trade balances in 
gold without dra^ving upon the stocks of bullion needed for fhe support 
of their monetary and banking systems. 

The Influence of Changes in Bates of Exchange.— At this point we 
must emphasize the fact that the forces making for an equilibrium of 
exports and imports are at work all the time, and do not become active 
merely when the rate- of exchange has reached the gold shipping point. 
It will be remembered that international payments are usually made 
through the medium of bills of exchange, and that a favorable balance 
of trade for the United. States requires the people of other countries who 
are importing American goods to pay a premium when they buy dollar 
exchange, since the demand is great and the quantity available is rela- 
tively small. At this same time, and for the same reason, foreign drafts 
will sell at a discount in New York. For example, the discrepancy between 
exports and imports might be so great that dollar exchange would sell 
in London at as high a price as £I = $4.85. This high price charged for 
the means of making payments for American goods would in itself have 
a depressing effect upon exports from the United States to England, and 
the low price of sterling exchange in New York would stimulate imports 
from England to this country. It is evident, then, that fluctuations in the 
rate of foreign exchange tend to bring trade balances into equilibrium, 
and that the shipment of gold in settlement of balances takes place only 
after the rate of exchange has moved so far from gold parity as to readi 
the gold shipping point. 

The Hanffihig of Gold Shipments.— It mil be well also to explain more 
fuUy the statement, already made, that movements of gold, when they 
occur, are not handled by the importers of goods. This service is or- 
dinarily performed not by the importers of goods, but by dealers in for- 
eign exchange who, when the gold shipping point is reached, make a 
shipment of gold themselves and thus build up foreign balances against 
which they may ^vrite foreign drafts and sell them to those who must 
pay bills in foreign coimtries. On such drafts the dealers in exchange will 
naturally charge a premium which will reimburse them fully for the cost 
of shipping the gold, and yet will not make the total cost to the buyer 
higher than the cost which would be entailed if he undertook to pay his 
foreign obligations by shipping gold himself. Furdiermore, if there is a 
probability that gold will soon move in the opposite direction, the ad- 
ditions to foreign balances referred to above may be made through a 
credit transaction instead of a gold shipment, since it would obviously be 
silly to send gold to England only to have it promptly returned. Gredit 
transactions of this kind appear in the international balance sheet as 
changes in international b ankin g accounts (Item 10 in Table 42). 
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Maintenance of the Trade Balance Under Purchasing-power Parity.- 
When countries engaging in international trade are not on the gold 
standard, any shipment of gold which takes place is regarded as a mer- 
chandise transaction and not as a means of balancing exports and im- 
ports. Under purchasing-power parity, the balance of payments is main- 
tained wholly through fluctuations in the rate of exchange. But whereas, 
under a gold standard, the fluctuations cannot go beyond the gold ship- 
ping points but give way at these points to the shipment of gold as a 
force making for equilibrium, under purchasing-power parity they know 
no definite limits and will extend as far as may be necessary to effect a 
balance between total exports and total imports. If we assume, for ex- 
ample, that with England and the United States on a paper monetary 
basis the normal rate of exchange (that is, tlie par of exchange) is £1 =5 
$ 4 . 00 , we can readily see that a favorable balance of trade for the United 
States would, as in our gold standard illustration given above, place a 
premium upon dollar exchange in England. This premium, as we have 
explained, would tend to turn the tide of trade; if it did not succeed in 
so doing, a still higher premium would be charged, and the price of dol- 
lar exchange would continue to rise until exports from the United States 
were suflBciently discouraged and imports to tlie United States were cor- 
respondingly encouraged. There can be no question tliat a long-continued 
rise in the price of dollar exchange, and a consequent decline in sterling 
and other foreign exchange, would finally bring about an equilibrium 
between exports and imports. 


The par of exchange (gold parity) of the currencies of two countries, 
both of which are on the gold standard, is the ratio of the gold contents 
of these two currencies, expressed in monetary terms. 

The par of exchange (purchasing-power parity) of the currencies of 
two countries which are not on a common metallic monetary standard, 
is the ratio of the purchasing powers of these, two currencies in their re- 
spective countries of issue. 

The rate of exchange of the currencies of two countries is the actual 
market price of each currency in terms of the other. 


1. Why is gold generally acceptable in international trade transactions, 
whereas paper money is not? 

2. To what extent was gold used in the settlement of international payments 
in 1940 (Table 42)? 

3. Why do we wish to avoid the use of gold in making international pay- 
ments? 

4. What device used in om modem “clearing houses” is utilized for reducing 
materially the necessity of shipping gold for the settlement of international 
obligations? 



CHAPTER 40 


OBSTACLES TO INTERNATIONAL TRADE 


In chapter 38 we looked into the nature of international trade and saw 
that it consists, in its essence, of an exchange of tlie commodities and 
services of the people of one country for the commodities and services 
of the people of other countries. The purpose of the individual exporter, 
in sending goods to foreign lands, may be to sell these goods for money. 
But, from the point of view of the nation as a whole, tlie purpose of ex- 
porting is to make it possible to import. 

If, as should now be clear, the object of engaging in international trade 
is to obtain goods which can scarcely be produced at home^ or can be 
produced abroad more advantageously than at home, how may a nation 
gain most from its trade with other nations? Will it be by sending to 
other countries as many commodities and services as possible, while re- 
ceiving few in return? Will it be, in other words, by giving every possible 
encouragement to exportation while seeking, by artificial means, to keep 
imports at the lowest possible ebb? Obviously not. We should seek, as a 
nation, to get as many commodities and services as possible from other 
countries, while giving to other countries as few as possible. From the 
point of view of the nation, then, we gem from international trade through 
imposing. And those who regard international trade as an opportunity 
to sell goods for money may be reminded that our ability to export 
is limited by our willingness to import, since tlie imports of a country as 
a whole must, in the long run, equal its exports. 

The Case for Free Trade.— The case for free trade is the case for the 
world-wide geographical specialization of labor. If every country spe- 
cialized in those lines of production in which its effectiveness is greatest, 
the resources of the world as a whole would be used in the most produc- 
tive way. The result would be the production of the greatest possible 
total of all commodities and services. When these economic goods were 
distributed on the basis of free trade, each nation would obtain a greater 
sum total of enjoyable goods than would be available through any other 
process. 

The Prevalence of Restrictive Trade Policies.— While we should not rate 
highly the intelligence of an individual who tried to gain economically by 
giving away as much economic goods as possible in return for as little as 
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possible, many nations have tried to gain by the adoption of a sinnilnr 
policy. That is, in spite of the weighty arguments for freedom of trade, 
most nations have adopted policies which greatly restrict the international 
exchange of goods. Various devices enter into the prosecution of such 
policies. Since the protective tariff has been the most important barrier 
to international trade in the past, we shall discuss it in some detail before 
turning to an examiriation of more modem restrictive devices, such as im- 
port quotas and foreign exchange controls. 

Under a protective tariff, certain goods produced abroad are made 
dutiable at rates designed to exclude these products, thus leawng the 
home market free for exploitation by domestic producers turning out the 
same kinds of goods. If, for example, a certain grade of cloth can be ob- 
tained from England for 25 cents a yard but cannot be produced in this 
country for less than 35 cents, then a duty of, say, 15 cents a yard is 
levied upon this grade of cloth, so that our wants will be satisfied by 
domestic manufacture, if satisfied at all. ^Vhen similar duties of varying 
amounts are applied to hundreds or thousands of articles, die result is a 
“protective tariff.” Many rates are more than sufficient to exclude the for- 
eign products, while others are, in effect, low enough so that imports con- 
tinue to come in to some extent despite the duties. But the purpose of 
the protective tariff is clearly the exclusion of foreign goods. 

Particularly since the first World War has it been true that large num- 
bers of nations, whether or not th^ were formerly worshipers at the 
shrine of protection, have adopted tariffs and other protective devices. 
Moreover, practically all changes in tariffs until quite recent years have 
consisted of upward, rather than downward, revisions. The question 
under consideration is whether it is wise for individual nations, and for 
the nations of the world collectively, to maintain obstructions to trade. 
If tariffs and other protective devices are beneficial, it is highly desirable 
to discover how the disadvantages often associated with them may be 
reduced. And if in general diey are detrimental, we should consider what 
steps may be taken to bring about their removal, or at least to revise them 
in a downward direction. 

Protection as a World Policy,— Since territorial division of labor and 
freedom of trade would bring the greatest sum total of enjoyable com- 
modities and services to the world as a whole, it is true that protective 
measures are a tremendous source of economic loss when considered 
from this point of view. They cause the resources of the various nations 
of the world to be used, in many instances, in lines of production to which 
they are ill adapted, and the gains which would result from the applica- 
tion of the principle of geographical division of labor are thus lost. The 
result is a much smaller total amount of goods for the world as a whole 
th an the TnnTimnm which could be obtained. But the people of different 
nations do not often or seriously consider world advantages or disadvan- 
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tages. Personal or local advantages are usually tihe prime considerations 
of immediate importance, while national advantage is thought to be the 
ultimate goal to be attained. 

The Pbotecuve Tabiff as a National Poncy 

We now turn to an examination of the protective tariff as a policy for 
a single nation such, for example, as the United States. The controversy 
over the tariff has raged loud and long in this country. The arguments 
advanceil in connection with it have run the gamut from abysmal igno- 
rance and childish superstition to intelligent and clear-cut reasoning. 
There are Americans who are today no more advanced in their thinking 
on international trade than were many statesmen of the sixteenth and 
seventeenth centuries, and who believe that a protective tariff is a good 
thing because, by cutting down our imports, it enables us more easily to 
maintain a favorable balance of trade. Thus, they still hold to the ancient 
belief that a country, like an individual, may become rich by selling more 
than it buys. The meaninglessness of the central idea of this belief— the 
idea of a favorable balance of trade— was commented upon in the pre- 
ceding chapter. 

The Tariff as a Revenue Producer.— Others believe that a protective 
tariff should be maintained, without too much regard for its indirect 
effects, because the government could ill afford to do without the rev- 
enue which is produced by it. Such an argument mistakes the main 
purpose of a protective tariff, which is to exclude foreign goods from the 
domestic market. A perfectly effective protective tariff would not furnish 
a single penny of revenue to the government, because no goods would 
come in to pay the duties imposed. Only to the extent to which a pro- 
tective tariff falls short of its prime objectives does it add to our national 
revenues. 

The Tariff and Industrial Progress.- Probably tihe most objectionable 
and completely fallacious argument for the protective tariff is that which 
often appears in newspaper editorials and in the speeches of politicians, 
to the effect that all the prosperity of the United States, past and present, 
is to be attributed to the policy of protection. When the protective tariff 
was first applied in this countty, we were largely an agricultural nation, 
dependent upon European countries for most manufactured products. 
This, it is held, we would have remained if we had not adopted a pro- 
tective tariff. Consequently, runs the argument, the credit for our progress 
in manufacturing and our industrial development should be given to the 
tariff. 

No one will deny that the industrial development of this country was 
hastened to some extent by our policy of 'protection. So many duties ap- 
plied indiscriminately must certainly have afforded a stimulus for some 
industries. On the other hand, there is no doubt that our development 
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has in other ways been retarded by the protective tariff. The principal 
objection to the argument is, however, that it disregards the tremendous 
natural resources of the United States and our gro\ving population— in 
short, the presence in abundance of all the conditions wldch could not 
have failed to bring about the development of the United States into a 
great industrial nation under any international trade policy which might 
have been adopted. If the tariff alone were enough to cause prosperity 
and industrial development, there would be no excuse for any nation 
being poor and baclnvard, because the application of the protective policy 
is relatively simple. 

The Protection of “Infant Industries.”— One of the earliest and strongest 
arguments for the protective tariff has to do with the encouragement of 
young industries. In so far as other countries have advantages over us in 
production which rest upon natural conditions, there is little that can be 
done about it. But, in the early days of a coimtry, many advantages in 
production possessed by other countries are of the acquired sort; that is, 
the foreign industries are temporarily more productive because of the 
advantage of an early start and years of practice in these lines of pro- 
duction. To accept this condition as natural and permanent, and to buy 
the products of these industries from foreign countries continually, may 
be to disregard the young nation’s best interests. For it may well be that, 
if the young and temporarily inefiBcient industries are protected from for- 
eign competition for a time, they will develop in size and efficiency until 
their products can be turned out more advantageously dian diose of other 
countries. Clearly, a nation should produce goods at home whenever it is 
more advantageous to do so than to obtain them from other countries, 
and it is anticipated in the case of infant industries that the gains to be 
realized after the industries have gro^vn up %vill be more than sufficient to 
compensate for the losses sustained while protection is necessary. 

This argument is, therefore, valid to some extent, but its validity is 
weakened by two circumstances. In the first place, it is impossible to 
decide wth accuracy in advance just which industries will eventually be- 
come strong and self-sustaining. The policy of the United States has been 
to grant protection whenever it was asked, and it is certain that some of 
the industries protected must have been greatly stimulated by our tariff. 
On the other hand, it is equally certain that some industries have been 
kept alive up to the present which should have been permitted to die a 
peaceful and natural death a hundred years ago. Such industries have 
always been dependent upon the tariff for their existence, and in all 
probability always ^v^ll be. The second drcmnstance is that industries, 
however great and efficient they may become, never feel that they are 
sufficiently grown up to give up tariff protection and face foreign com- 
petition. The steel industry in die United States, for example, would be 
considered by most persons a particularly lusty infant, and yet it has not 
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insisted Riat it be allowed to make its way in the world without protec- 
tion. Whatever may have been the validity of the infant industry argu- 
ment in the past, it is certain that for the future it must carry very little 
weight. 

The Home Market Argument-Ignorance or disregard of tlie basic prin- 
ciples of international trade enables protectionists to advance what is 
called the "home market argument.” It is contended that die exclusion 
of foreign products from the country will leave the home market entirely 
to domestic producers, thus giving Aem a new market in addition to that 
which they already enjoy. Production and employment will be stimulated, 
it is said, and wage conditions improved. But it is a fundamental prin- 
ciple of international trade that the exports of a country must equal the 
imports in value over a period of time, and that if a country will not im- 
port, it cannot continue to export. To the extent that the protective tarifF 
shuts out imports, our exports must eventually sufiFer, and the home mar- 
ket is built up only at the expense of the foreign market.. The home mar- 
ket may be slightly the more desirable of the two, or it may be less de- 
sirable. The question is not one to be decided in an o£F-hand manner. 
In any case, however, no large additional market can be created by the 
tariS. 

Wages and the Tariff.— The most effective argument for protection, 
from the point of view of obtaining from the people of this country a 
suflBcient number of votes to authorize the continuance of the policy, has 
to do with the effect of protection on wages. At times it has been held 
that the protective tariff is the cause of high wages. Does not die tariff 
permit the protected enterprisers to charge higher prices dian they could 
otherwise charge, and do not the higher prices lead to higher wages for 
the workers? This line of reasoning puts the cart before the horse. Ac- 
cording to the theory of opportunity costs, which was explained in Chap- 
ter 14 , enterprisers in protected industries have to pay, for units of the 
factors of production, prices which are as high as these factors can com- 
mand in other industries. The combination of the factors of production in 
the industries requiring protection, however, is for some reason not so 
effective as in other industries, so that the products of the former cannot 
be turned out at prices which will admit of effective competition with 
similar foreign-made products. As a result, these industries need a tariff 
because it will* permit them to charge higher prices than could be ob- 
tained in competition with the industries of other countries, and it will 
enable them to continue producing while paying die current prices for 
the factors of production. Since die market rate for labor is more than 
could be afforded in these industries if the tariff were, not in effect, it is 
true in a sense that the protective tariff has the effect of bolstering up 
wages in these particular fields of business. 

There is, however, no reason to suppose that higher wages will be 
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paid for labor of a given grade' in protected industries than elsewhere, or 
that wages in general will be raised by the tariff. The relatively high 
level of wages in this country depends upon the relatively high effec- 
tiveness, or productivity, of labor. Wherever the productivity of labor is 
high, wages tend to be high, regardless of the policy used in international 
trade. The United States glories in the possession of a comparatively high 
level of both money wages and real wages under a protective system, and 
yet England is ordinarily second only to us in both respects under a sys- 
tem which until recently has been practically free trade. It would be most 
heartless of us to allow any of our people to live in misery and want be- 
cause of insu£5cient earnings, if their condition could be improved by the 
simple expedient of enacting a higher protective tariff. That it could not 
be so improved reduces the high-wage argument to an absurdity. Our 
conclusion, then, must be that die most probable effect of the tariff on 
wages is to reduce real wages by causing Ae prices of many commodities 
to be higher than they would be widiout the tariff. 

Protecting the American Standard of Living.— Many people in this 
country believe firmly that, while high wages are not caused by the pro- 
tective tariff, the maintenance of a high level of wages and a good stand- 
ard of living depends upon the tariff. The argument runs along these lines. 
The wages and the standard of living of workers in this country are high, 
and we take pride in the fact. But our enterprisers, because they pay high 
wages to these workers, necessarily have high costs of production and 
are rendered unable to compete under conditions of free trade with the 
enterprisers of other countries, who can secure their workers for much 
lower wages. Under the protective tariff, the cheap goods made by for- 
eign “pauper laborers” are shut out, and our wages and standard of liv- 
ing can be maintained. If die barrier were once let down and a fiood of 
cheap goods came into this country, our own enterprisers would be com- 
pelled to shut down and throw men out of work, or else keep their plants 
running by reducing wages to a point which would make the maintenance 
of the American standard of living impossible. 

The fiaw in this argument lies, of course, in the statement that high 
wages necessarily mean high costs of production. This statement seems 
unquestionably true to most persons who receive wages and to many 
others, and yet it is not necessarily true at all. No accurate estimate of 
labor cost can be made unless two facts are known: ( 1 ) the rate of wages 
paid, and (2) the amount of work turned out for the wages. High wages 
and large productivity of labor may very well mean low labor cost, while 
low wages and very low productivity of labor often result in a high labor 
cost. The truth of this statement can be established by reference to facts 
which are familiar to all. Money wages in ihe United States are the 
highest in the world. If high wages necessarily mean high costs of pro- 
duction, how does it happen that we can sell commodities to the value of 
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billions of dollars a year ($4,021,000,000 worth in 1940) to the people of 
foreign countries? ^^'hy, with their low wage rates, can thc'y not undersell 
us in cvciything? The answer is that our workers turn out so much prod- 
uct per unit of wages that costs arc in reality low, not high, in these 
lines of production. 

Does a country with a high wage level and standard of living have 
anything to fear from free trade with a countr)' having a low wage level 
and standard of living? ^^^o think not. England with high wages rates 
and standard of living engaged in trade for many years on a basis of 
free trade with China, where these labor conditions arc exactly reversed, 
but there was no noticeable tendency to drag English laborers down to 
Chinese wages and standard of living, or to raise Chinese laborers to the 
English level. It is important, then, to remember from this discussion that 
high wages and satisfactorj' living standards arc dependent upon high 
effectiveness or produclivit)' of labor, rather than upon the maintenance 
of a protective tariff. 

The Tariff and Emplo)'mcnt.— The contention that the protective tariff 
increases cmplojTncnt is related to the high-wage and home market 
arguments. If we shut out foreign products, it will be necessary to pro- 
duce our supplies of these goods in this countr)', and we shall have more 
industries than olhervrise. Tlicsc industries cannot nm withotit laborers 
and there will be much additional emplo)'menl created for our working 
men. This argument, of course, disregards the familiar fact that if we 
will not import, we cannot continue to export. As men arc put to work 
producing the goods which are no longer purchased abroad, other men 
are thro^^'n out of employment in industries j^roducing for the export 
market. The effect of the whole process is to shift large amounts of cap- 
ital, labor, and land to the production of goods which could be obtained 
more advantageously from abroad, instead of using these factors in our 
export industries where they are especially productive. No large, addi- 
tional source of emplo)'ment is created by tlie tariff. We do, by erecting 
tariff barriers, make it more difUcult for us to obtain the goods we desire, 
but that is a doubtful advantage. We could also "increase cmplo)'ment” 
—that is, provide more hours of work— if we impeded production by 
equipping our ^vorkers wth ball-and-chain or handcuffs, but apparently 
our protectionists have overlooked the possibilities of this procedure. 

Tlie Protection of Vested Interests.— It is sometimes thought necessary 
to continue the policy of protection, once it is begun, even though some 
other policy would lie more desirable if we were to begin over again. 
The reason given is that, under the guaranty of the tariff that foreign 
competition will be excluded, individuals have made large investments 
in protected industries and workers have adapted themselves to con- 
ditions in tliese lines of production. If protection is not continued, all of 
these individuals will suffer losses. It will be seen, however, that this is 
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not an argument for the protective tariff, but, rather, one against ffie 
abrupt removal of protection. Economists generally would concede that 
the reductions in protection should come gradually, rather than suddenly, 
but they hold that in any event reductions must be made. 

The Tariff as an Instrument of National Preparedness.— ^Vhen no other 
argument prevails, protectionists of the old school fall back upon the 
necessity for national preparedness. Under a system of free trade, the 
United States would be largely dependent upon other nations for cer- 
tain commodities, and would be subject to Ae ever-present danger of 
having her supplies of these products cut off in time of war. Let us, then, 
maintain the protective tariff, and thus insure wthin this country the 
production of as many essential products as possible, say these pro- 
tectionists. ^Vhat if this policy does mean that, to a certain extent, our 
productive resources will be used ineffectively, and a smaller sum total 
of commodities and services than die maximum will be produced, just 
so long as oiu: national security is promoted? This argument, of course, 
admits the direct tmeconomic effects of protection and, in addition, falls 
short of the mark in another respect. To try to become a self-su£Bcing 
nation is to follow a narrow nationalistic policy, and the instrument of 
this policy, the tariff, is a very prolific source of international ill feeling 
and friction. Though it may be admitted that it would be a serious mat- 
ter if our supplies of important commodities were cut off in time of war, 
\ve may go still further and recognize the fact that when nations co- 
operate wth and are dependent upon one another on the basis of free- 
dom of trade, the likelihood of war is lessened to a marked degree. 

Protection Against Dumping.— In recent years the protective tariff has 
come to be supported on grounds which appear to be quite different 
from those which are described above. The tariff is now advocated, for 
example, as a protection against the dumping of foreign goods in this 
country. ‘Dumping” is the term used when the practice is carried on by 
the people of other nations. When we ourselves engage in such practices, 
we regard them merely as good business. Dumping has been variously 
defined, but one useful definition describes it as the sale of goods at a 
lower price in one market than in another. If, for example, a French per- 
fume sells at the equivalent of twenty dollars an ounce in France, and 
is marketed in the United States by its producer for ten dollars an ounce, 
dmnping is taking place. Dumping is not a new source of worry for 
Americans. Indeed, our first tariff to contain any considerable element of 
protection was passed shortly after the War of 1812, largely because of 
the expressed determination of British producers to sell goods in this 
country for any price they would bring, or even to give them a^vay if 
need be, in order to stifle the young industries which had sprung up in 
America and thus recapture our market for themselves. 

The consideration of dumping gives us an interesting sidelight on the 
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attitude of Americans toward foreign products. If the foreign products 
are ofFered at higher prices than those at which identical products could 
be turned out in this country, we are often inclined to purchase the 
articles from abroad as being of superior quality, or for some other reason. 
To ofiFer us goods at the same prices for which they could be produced 
here is considered reprehensible, and our suspicions are at once aroused. 
If foreign producers plumb the depths of infamy by ofFering to furnish 
us certain products more cheaply than we could produce them ourselves, 
we begin to look for the “pauper laborer” in the woodpile and enact a 
tarifF to protect ourselves from this threat to our economic welfare. 
Finally, to include the worst possible case, if foreigners should ofFer to 
give us certain goods free of charge, we would probably go to the ex- 
treme of cutting off all trade relations with the offending countries. 

Since everyone is presumably interested in getting as many com- 
modities and services as possible at the smallest possible cost, why do 
we object to the sale of goods to us by the people of foreign countries at 
very low prices? It is because of the fear that this process will not be 
continued indefinitely. The sale of goods at these low prices might go 
on so long that we would become dependent upon others for them and 
give up their domestic production, only' to find the prices raised later 
above the level at which the goods could be produced in this country. 
For this reason it is considered well to avoid goods which are offered 
on susj)iciously favorable terms. However, as we shall see later in the 
chapter, dumping can be guarded against, without continually maintain- 
ing high duties which permit the mulcting of domestic consmners. 

The Tariff and Economic Stability.— The argument that the protective 
tariff may be of benefit because it promotes economic stability is close 
kin to the home market argument. It has been admitted that the tariff may 
be used to preserve the domestic market for American producers at the 
cost of reducing our foreign markets to a similar extent, but which mar- 
ket is the more advantageous appears to be a difiBcult question to settle. 
The economic stability argument holds that the domestic market is defi- 
nitely more desirable, because it is more stable. ‘Xet us produce and 
consume by ourselves to a large extent and shut out disturbing influences. 
The result may be, of coxuse, that we shall have a smaller smn total of 
commodities and services to enjoy than otherwise, but may it not be 
better to have a smaller flow of goods, if die flow is more constant?” 

Our answer to this question may well be favorable, as is anticipated 
by those who advance the argument, but it is at once necessary to ask 
whether economic stability can actually be obtained by this policy. To 
what extent is our economic instability the result of importing from and 
exporting to foreign countries, and thus likely to be 'affected by the 
tariff? It is extremely doubtful whether the major factors in the problem 
of economic instability will be much affected by the tariff policy. Even 
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though foreign supplies of various products are excluded from the 
domestic market, it will still be possible, unless domestic production is 
controlled, for our producers to turn out larger amounts^^than ^vill be 
taken by consumers at prices sufficiently high to enable the producers 
to recover their costs of production. The demand for different goods will 
not be controlled by a protective tariff and can vary as in the past. Neither 
can the tariff prevent an overextension of credit in this country. It will 
consequently appear to most observers that there is room wthin a coun- 
try such as the United States for a considerable degree of economic in- 
stability, even if outside influences could be shut out. 

The Scientific Tariff,— Since the early years of the twentieth century 
there has been much talk about the true principle of tariff-making, which 
is that the tariff rates should be just high enough to cover the difference 
between foreign and domestic costs of production. No favors or special 
privileges would be granted to domestic producers. Indeed, the tariff 
would be used only to guarantee a fair contest between foreign and 
domestic producers, according to its sponsors. 

This principle, as it is ordinarily presented, sounds very fair and rea- 
sonable, but it will not bear close examination. In the first place, it 
would be difficult, if not impossible, to ascertain the domestic and foreign 
costs of production of a \vide variety of articles. It is a sufficiently trouble- 
some problem to obtain an approximation of domestic costs, and even 
greater difficulties are encountered abroad, where information of this sort 
is considered strictly private and is almost invariably Avithheld hrom 
investigators. Great expenditures would certainly be necessary to secure 
any worth-while information, and whatever data were obtained would 
probably be out of date before they could be used as the basis of tariff 
legislation. 

Moreover, even if the principle could be strictly followed, the result 
would be disheartening. Trade is beneficial because it enables us to 
obtain goods more cheaply than we could produce them for ourselves. 
The effect of a tariff in equalizing costs of production would be to remove 
and destroy all the advantage which exists for us in international trade. 
Therefore, such trade would be "wiped out so far as tire United States 
is concerned. Then, too, let us consider what would happen in this coun- 
try. All corrunodities would be protected and all drat were cxrnsumed by 
us would be produced here, whatever the (»st might be. If the com- 
modity in question were bananas, the procedure ^vould be to find out 
how much more it would cost to produce them here than in Central 
America, and then apply a tariff rate sufficiently high to equalize cxrsts of 
production. The result, so far as most consumers were concerned, would 
be to raise their price to a prohibitive figure. If the good in question 
were rubber, silk, or coffee, the same procedure would be followed. 

It might be argued that no one would favor carrying the principle to 
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such extremes, but it is difficult to say just where it would stop. We have 
records of speeches by United States Senators in which they state that 
they would be willing to see duties of 300 or 400 per cent applied, if 
necessary, in order to accomplish the purpose of the tariff. But if -we 
are to go as high^as 400, then why not to 800, or to 2000 or 3000 per 
cent? Moreover, one Senator has favored the draining of the Everglades 
of Florida so that certain semi-tropical products might be raised there; 
thus it may be seen that the protection of the commodities mentioned in 
the preceding paragraph is quite within the range of possibility. All in 
all, &e “true principle” of tarffi-maldng is a ridiculous and worthless one. 

Conclusion on the Tariff as a National Policy.— Although the argument/ 
in the present section has been conducted in terms of the United States, 
as being of greatest interest to American readers, the conclusions' which 
have been reached will apply, changing as conditions change, to other 
countries as well. The benefits that have been claimed for the protective 
tariff have been seen to exist largely in the minds of those who find it 
desirable to support protectionism for some other reason than the rea- 
sons they advance. WheTe benefits have resulted, it is usually true either 
that they do not continue into the present, or that they could have been 
obtained more economically by some other method. 

The losses under protection are beyond question. The productive re- 
sources of each country are diverted from industries in which they would 
be especially productive to other lines in which their employment is 
relatively ineffective. The desired commodities and services are obtained 
under difficulties, and the smn total of goods available for the enjoyment 
of the people of the country is smaller than otherwise. This ill treatment 
of all the citizens as consumers results in gains for some enterprisers, 
but not for others. If the higher prices that can be •charged under the 
protective tariff are just sufficient to enable producers to continue in 
business in these ineifective industries, then (under conditions of com- 
petition) each factor of production will receive payment at the going 
rate and no more, and the loss to many persons in terms of higher prices 
will not be compensated by the gains to others. In other cases the tariff 
will allow prices to be sufficiently high to permit profits, and sometimes 
very large profits, to the owners of the protected businesses. It is axio- 
matic, however, that they never gain as much in profits as the people on 
the whole lose as consumers. In any event, this is taxation or exploitation 
of the many for the benefit of the few. Whether or not some individuals 
profit from the use of the protective tariff, it is to be condemned severely 
on economic grounds. 

SUBSmiES AND iNDIBECr PrOTECOTON 

The Use of Subsidies.— Besides the protective tariff, other measures are 
taken by nations to control the volmne and direction of international 
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trade. Some of the results of a protective taiifi can be obtained by using 
subsidies, which are direct governmental grants to specified industries. 
When the government pays an industry a given amount on each unit of 
its output, the industry can sell its product at a price lower than full costs 
of production. This low price for the domestic product makes it difficult 
for foreign producers to compete with domestic producers, and relatively 
easy for the subsidized industry to seU in foreign countries, other things 
being equal. The price a government pays to maintain a subsidy is readily 
ascertainable, so that it is clear just which industries are being favored 
and to what extent. Subsidies have not been an important instrument 
of trade policy in the United States. 

Indirect Protection.— Domestic industries may also be protected by sani- 
tary regulations applied to imported food products, veterinary laws, regu- 
lations requiring that imported goods bear a distinctive mark indicating 
their country of origin, and regulations governing the granting of public 
contracts, which specify that domestic materials must be used or require 
materials to come up to certain specifications. All of these measures may 
have legitimate and non-protective uses, but they may also be designed 
to discriminate against foreign goods. When the cost of marking a prod- 
uct to indicate the coimtry of origin is greater than its original cost of 
production, or when the specifications made in public contracts are such 
that only domestic producers can meet them, these measmres may be 
quite as effective as a tariff in protecting home industries. In the United 
States, the Pure Food and Drugs Act, the Meat Inspection Act, and the 
Horticultural Quarantine Act have operated in some cases to furnish such 
protection. 

Import Quotas and Exchange Controls 

The Use of Import Quotas.— Import quotas have been used to protect 
domestic industries chiefly since 1930, and are now employed in more 
than a score of coimtries. Their use involves laws or executive decrees 
which limit (by value, quantity, or weight) the imports of certain articles 
that may enter the coimtry in a specified period of time. The countries 
using this device may have both maximum and minimum quotas for 
individual exporting coimtries, or they may give special concessions to 
countries which grant similar concessions in return. The regulations gov- 
erning import quotas vary widely as between countries in the methods of 
allocating the quotas among countries which export the specified articles, 
the time periods in terms of which the quotas are stated, the units in 
which the quotas are stated, and the base periods on which the quotas 
rest. 

Import quotas may be more effective than tariffs in protecting domestic 
Industries. Normal tariff rates may lose their effectiveness when foreign 
currencies .are being devalued rapidly, when other countries are dump- 
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ing goods abroad at unusually low prices, when other countries are 
granting subsidies to their exporting industries, or when there are great 
disparities among other countries in the cost of production of certain 
goods. In such cases, a tariff may fail to exclude imports, and import 
quotas may provide surer protection. A protective tariff, once enacted, is 
difiicult to change, but import quotas are flexible. On the other hand, im- 
port quotas, unlike import duties, do not provide revenue, and are more 
likely than a tariff to disrupt existing international trade relations. Even 
more important, perhaps, is the fact that import quotas cause goods 
to move between countries under governmental permit, instead of mov- 
ing under the influence of price-cost relationships. 

Foreign Exchange Controls.— Many countries today control the total 
volume, specific content, and direction of their international trade. For- 
eign exchange controls usually operate through a central system for 
clearing foreign exchange bills. The central bank of the country, or a 
special agency created for the purpose, is given the power to establish 
buying and selling rates for bills of exchange, and to deal in foreign 
exchange. Another agency (perhaps the ministry of commerce or fi- 
nance) parcels out available supplies of foreign exchange among im- 
porters. Exporters of the country are required to demand foreign cur- 
rencies for goods exported, and to sell their exchange to the central 
authority which sells it again, to approved importers, at a profit. 

Foreign exchange is sometimes allotted on the basis of priority lists, 
^exchange being granted to importers of foods, raw materials, partly 
processed materials, and finished manufactures on the basis of the im- 
portance and desirability of classes of imports as indicated by the priority 
lists. In addition to such priorities, some goods may be placed on a free 
list, so that they can be imported at any time, while others may be com- 
pletely banned and the use of foreign exchange for their importation for- 
bidden at all times. Sometimes foreign exchange is allocated on the basis 
of the countries from which importers wish to bring goods, so ffiat trade 
may continue to be divided among countries in the proportions which 
prevailed before exchange control was established. In certain importing 
industries, trade associations may be allowed to allot foreign exchange 
to individual importers, or individual importers may be allowed to share 
the foreign exchange allotted to a given industry on the basis of relative 
imports in some past period. 

Like the import quotas discussed above, foreign exchange controls are 
a more flexible instrument of trade policy than protective tariffs. They 
may be very useful in emergency situations, and their results are more 
definite and more easily controlled than those of protective tariffs. On 
tlie other hand, foreign exchange controls are complicated and expensive 
to administer, they often lead to favoritism to particular industries or 
companies, and are particularly likely to divert trade from its natural 
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channels and upset existing trade relations. Foreign exchange controls 
are not simply a device for protecting domestic industries. They may be 
used to stop Ae movement of gold from a particular coimtry, to stabilize 
exchange rates, to prevent an outflow of capital, to make sure of obtaining 
necessary imports, to serve as a bargaining tool in international relations, 
or for o&er purposes. Usually, however, drey are employed to limit and 
restrict the volume of international trade, and frequently they give pro- 
tection to domestic industries. 

Blocked Accounts.— Foreign exchange controls may serve to bring cur- 
rent imports and exports into balance, but sometimes a country which 
imposes such controls may be heavily in debt to other countries and may 
have to make large annual payments on account of interest and principal. 
When such a debtor country cannot expand its exports and is unable or 
unwilling to decrease its imports suflBciently to allow these outgoing pay- 
ments to be made, its government may direct that the payments be made 
to banks in the home country but forbid dieir transfer to the creditor 
countries. These 'Irlocked accounts” may then be used by their o\vners 
for various purposes within the debtor country— to pay for travel or study, 
to make investments in real estate, securities, or business enterprises, or 
to purchase goods for export. Thus, the blocked accounts are another 
device for lessening pressure on the international trade, the supply of 
foreign exchange, and the gold reserves of the cotmtry. 

Clearing Agreements.— Trading countries sometimes enter into clearing 
agreements to provide for the settlement of commercial obligations as a 
whole. A fixed exchange rate between the monies of the two countries 
is agreed upon, and a governmental agency is set up in each coimtry to 
handle trade transactions. Importers then pay the domestic authority of 
their country for goods imported, instead of paying the exporters of die 
other country, while exporters receive payments from their domestic 
authority and not from foreign importers. In diis way, the obligations 
arising from trade are setded within each country, and the use of foreign 
exchange is avoided so long as the total imports and exports of the 
countries are kept in balance. While clearing agreements are ostensibly 
used to expedite the payment of foreign obligations, it is obvious diat 
the governments engaging in these agreements are thus enabled to con- 
trol the volume and content of their international trade, and afiord pro- 
tection to domestic industries. Clearing agreements may also contain 
provisions for the setdement of outstanding debts between the countries, 
or separate payment agreements may be drawn up for this purpose. 

The Present American Attitode Toward Foreign Trade 

t 

The protective tariff has been the only device of any great importance 
used in the United States to control international trade and protect do- 
mestic industries against foreign competition. This country has always 
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been more or less definitely committed to a protective policy, but par- 
ticularly from the Civil War to 1930 we were the acknowledged leader 
of protectionism. It is often contended by the supporters of protection 
that increases in tariflF duties have not afiFected our trade adversely, since 
they have often been followed by an expansion of trade. This contention 
is as difficult to disprove as it is to prove, because no one can say defi- 
nitely how extensive our trade would have been in tihe absence of a 
policy of restrictionj but there is reason to believe tliat tlie tariff has been 
a decided detriment to us in recent years, in view of our changed eco- 
nomic position. 

The United States as a Creditor Nation.— In the middle of the last cen- 
tury, the United States was experiencing an “unfavorable balance of 
trade,” that is, there was an excess of merchandise imports over exports. 
This condition arose, in part, from the fact that the country was a bor- 
rowing or debtor nation at the time. So long as we continued in that 
role there was little outspoken criticism of our tariff by other countries. 
People interested in collecting from debtors seldom discriminate against 
them, or interfere with their chances of becoming prosperous and able 
to pay their debts. But since the beginning of the last quarter of the 
nineteenth century our trade balance and credit position have been 
changing. During and after the first World War our loans to other coun- 
tries were tremendous, and the United States took a commanding position 
as a creditor nation. 

At the close of 1930, tho private investments of the United States in 
foreign lands were estimated at $14,900,000,000 to $15,400,000,000,^ and 
the discounted value of the debts of other nations to the government 
of the United States amounted to $7,000,000,000. Our loans and invest- 
ments abroad were not made in the form of money, but consisted of 
economic goods. If the loans were to be repaid, if our investments abroad 
were to be retrieved, and if we were to receive income from our loans 
and investments, the payments had to be made to us not in money, 
but in commodities and services. If other countries were to pay the 
United States, say, $500,000,000 in a given year, it was necessary for 
their exports to exceed their imports by this amount. By the same token, 
we could receive such a payment only by allowing our imports to exceed 
our exports by the same amount. 

In the face of a desire to collect our debts and the knowledge that 
the payments had to be made in the form of commodities and- services, 
we twice raised our tariffs against imports after the first World War and 
thus made it increasingly difficult, for other countries to send us goods. 
Our Tariff Act of 1922 gave us the highest level of tariff duties in the 

^ United States Department of Commerce, “A New Estimate of American Invest- 
ments Abroad," Trade Information Bulletin No. 767, Wasliington, Government Print- 
ing Office, 1931, p. 1, 
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world, except for one other country, and decidedly the highest among 
the important industrial nations of the world." The Tariff Act of 1930 
was no improvement, for a study of comparative ad valorem rates in 
the two Acts based upon imports for consumption in 1928 showed an 
increase in the average rate of duty from 33.22 to 40 per cent, in so far 
as items ^yere comparable in the two Acts.® This high tariff policy was 
clearly inconsistent wth our position as an outstanding creditor nation. 

The Changing Nature of Oiu* Exports.— In the more distant past, for- 
eign countries protested but little against our tariff policy, not only be- 
cause the United States was a debtor nation, but also because our ex- 
ports consisted predominantly of raw or semi-manufactured products 
which these countries greatly desired and against which they would not 
discriminate. Since the beginning of the last quarter of the nineteenth 
centuiy, the trend in our exports, as is shown in Chapter 38, has been 
a^vay from raw and partly finished products toward manufactured goods. 
These are goods which can be obtained from other countries as well as 
from the United States, or can be produced in the countries to which we 
export them at only slight differences in cost in many cases. Consequently, 
every upward revision of our tariff is now likely to bring in its wake a 
host of discriminations and retaliations against the United States. Of 
course, other countries do not ordinarily discriminate openly against our 
products, or enact tariff laws which are avowedly retaliatory, because our 
President has been given wide powers in dealing wth goods from coun- 
tries which clearly practice discrimination and retaliation. But it is not 
difficult to read bet^veen the lines of the changing trade policies of other 
countries. 

The Need for Action.— ^^^at, if anjihing, should this country do about 
its tariff policy in, the present situation? In the first place, we should 
note that the position of the United States as a creditor nation has 
changed radically since 1930. Prior to that time we were a creditor nation 
to the gross, amount o| about $22,000,000,000. Deducting from this esti- 
mate some $4,000,000,000, as representing roughly our indebtedness to 
foreign countries in all but short-term obligations, our net creditor posi- 
tion amounted to $18,000,000,000. In the decade from 1930 to 1939, the 
war debts due our government from other cotmtries became practically 
worthless; many factors (including war and the fear of war) drove most 
of the world’s gold supply to the United States; Americans sold a con- 
siderable part of their holdings of foreign securities; citizens of other 
countries invested heavily in the securities of the United States; American 

- The League of Nations, Economic and Financial Section, International Economic 
Conference, Tariff Level Indices, Geneva, The League of Nations, 1927, especially 
p. 16. 

® The United States Tariff Commission, Comparison of Rates of Duty in the Tariff 
Act of 1930 and in the Tariff Act of 1922, Washington, Government Ranting Office, 
1930, p. 1. 
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banks, brokers, and others reduced their foreign balances of short-term 
funds; and foreigners sent large amounts of short-term funds to the 
United States for safekeeping. As a result, it was estimated (as of Sep- 
tember, 1939), that our long-term and short-term investments in foreign 
countries amounted to only $11,582,000,000, while the total of long-term 
and short-term investments of foreign countries in the United States had 
grown to $8,830,000,000.'* Thus, the net creditor position of the United 
States was reduced to $2,752,000,000. It is estimated that in 1940 there 
was a further net capital movement of $2,500,000,000 to this country.® 
Since the obligations of the United States to other countries at present 
about equal the obligations of other countries to us, this situation is not 
an important factor in determining our tarifiF policy. 

Because of tlie present world-wide war situation, the countries which 
take our exports need them very badly, and our tarifF policy will scarcely 
affect their willingness to buy from us. However, with the restoration 
of peace our export position is likely to be as vulnerable as before, and 
the chief issue in our tariff policy 'will be the extent to which we wish 
to carry on international trade. It is true that the international trade of the 
United States is usually only a fraction of the domestic trade of the coun- 
try. This is not to say that international trade is unimportant, for the 
ability to sell in foreign markets means, in some industries, the difference 
between profit and loss. It seems probable that a sharp downward re- 
vision in our tariff Schedules would lead to similar reductions by other 
countries, and would result in a considerable growth in the international 
trade of all these countries. In view of the economic advantages of geo- 
graphical specialization and exchange, this outcome would be highly 
desirable. 

The Difficulty of Changing the Tariff.— However, it has seemed almost 
impossible to alter the prevailing sentiment in favor of the protective 
tariff in the United States. Many millions of our citizens are classed as 
wage earners, and these workers have been carefully “educated” in the 
matter of the tariff over a long period of time. That the protective tariff 
brings with it "high wages and full dinner pails” is to many workers much 
more than a mere political campaign myfii. It is to them a tradition, a 
religion handed down from one generation to another, and does not ap- 
pear to be open to argument. The responsibility for the development and 
maintenance of this belief is easy to place. 

The Influence of the Press.— The tariff views of the workers as a class 
are largely the result of the news items and editorials of newspapers and 
the speeches of politicians. For many people the newspaper is the one 

^A. Maffry and P, D. Dickens, “The Balance of International Payments of the 
United States,” reprinted from Survey of Current Business, February, 1940, Washing- 
ton, Government Printing 0£5ce, 1940. 

® Survey of Current Business, February, 1941, p. 5S. 
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and only form of literature, and certainly the only available printed me- 
dium of information on the tariff problem. Most of the newspapers \vith 
which one comes in contact, and particularly those in the great industrial 
centers where large numbers of workers are found, have been staunch 
supporters of our tariff policy. To their editorial pages the worker, if 
his belief in the tariff has been shaken by hard times, may turn with every 
assurance of seeing repeated the familiar fallacies upon which was built 
his belief in the benefits of protection. Even in depression, he will find 
there assurances that the tariff was the foundation of our prosperity in 
the past and is our only hope for the' future. Surely, those who depend 
upon the editorials of the average newspaper for an understanding of 
the principles of international trade must always remain in almost com- 
plete ignorance of the subject. 

The Speeches of Politicians.— The speeches of men in political life, as 
heard directly or over the radio, or as reproduced in the ne\vspapers, have 
also greatly influenced popular opinion on the tariff. For many years, both 
major political parties were in accord in favoring the protective tariff in 
principle, although they disagreed somewhat about particular schedules. 
Political talks on the tauriff have been almost universally worded in terms 
of the ancient fallacies with which we are now familiar, and yet they 
have proved convincing to most wage earners and to many others. The 
candidate for public office says, ‘Vote for me. My party stands for the 
protective tariff, and the tariff is the cause of all your prosperity.” People 
flock to his standard. If the same man said, “\^ote for me, because my 
party stands for the protective tariff, and the tariff is the cause of the 
hea\’y rains which have brought you relief from the drought from which 
you have been suffering,” these same people would laugh at him. And 
yet the tariff would ordinarily be as truly responsible in the one case as 
in the other. 

Students often ask. Are om: political figures, our Senators, and ouii 
Congressmen so ignorant of the principles of international trade that -they 
really believe the arguments they advance about the tariff, or are these 
contentions made for a purpose? ^Vhile many of the arguments are no 
doubt made in all sincerity, it seems very unlikely that all of our political 
leaders are really deceived by some of the absurd statements about the 
tariff, unless it is true that a man can repeat a thing so often that, despite 
its falsity, he eventually comes to belie\'e it himself. 

Senators and Representatives are elected from states and from districts 
within states. Since the interests of die people as consumers are rarely 
considered in Congress, the business of each member of that body widi 
regard to the tariff is to get as many favors as possible for thje business 
interests of his district. Some businesses within a district may be making 
large profits behind the tariff wall, others may be dependent upon the 
tariff for their very existence, and still others may not be concerned at 
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all about it. In any case, the attempt is usually made to obtain protection 
for all. Many cases are on record of industries receiving a generous meas- 
ure of protection where none was asked. Tariff advantages for one district 
can be obtained by members of Congress only by cooperating witli other 
members desiring favors for iheir own districts. Whatever the method 
used, each member must look out for his own district, or powerful sup- 
port will be withdrawn from him and at the next election he is likely 
to find himself one of the represented, instead of being himself a repre- 
sentative. Many tariff speeches are doubtless made as a justification of 
the actions of the members, and for popular consumption at home, to con- 
vince those whohre not convinced and to reassure those who are. 

The Attitude of Business Men.— The one discordant note in the hymn 
of praise for protection is the fact that many American business men 
are coming to view the tariff with doubt and fear. Of course, those whose 
businesses are dependent upon the tariff for large profits, or for their 
very existence, quite naturally continue to favor the policy of protection. 
Almost anyone in the same position would feel the same way. If a man 
knows that a certain policy is vital to his own interests, it is extremely 
easy for him to discover diat this same policy is of the utmost importance 
for the welfare of the country as a whole. 

On the other hand, the policy of protection is opposed by many of our 
great bankers, who sense that restrictions on imports are great obstacles 
to a continuation of our foreign investment policy and to the develop- 
ment of New York City as an international financial center. Fanners, too, 
are coming to suspect more and more strongly that they have little to gain 
and much to lose from continued attempts to “protect” them. Finally, 
the ovraers and managers of industries which are eflBcient in their own 
right, which do not depend upon die tariff, and which are able to meet 
world competition, are beginning to oppose the protective tariff. Being 
able to meet competition, these indusdies are anxious to develop their 
exports further and gain the markets of the world, but they find them- 
selves greatly hampered in their efforts because we have refused to 
accept imports freely and thus have made it difiBcult for the people of 
other countries to buy from us. 

Our Present Tariff Policy.— While conditions did not appear par- 
ticularly favorable for a revision of our tariff pohcy despite business stag- 
nation at home and the decline of bur foreign trade, the Congress of the 
United States in 1934 enacted a law which seemed destined to go far 
toward modifying this policy. This measure, called the Reciprocal Trade 
Agreements Act, authorized the President to enter into reciprocal com- 
mercial agreements with other countries for the purpose of fostering in- 
ternational commerce. In such agreements, the President may modify 
existing import duties and other import restrictions in return for similar 
concessions from other countries. He may not, however, increase or de- 
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crease any duty by more than 50 per cent, or transfer articles from the 
dub'ahle to the free lis^ or vice versa. The agreements can he consum- 
mated only after reasonable public notice has been given of the intent 
to negotiate \vith the other countries, after public hearings have been 
held at which those interested may express their opinions about the pros- 
pective agreements, and after seeking information and advice from the 
United States Tariff Commission, and the Departments of State, Agricul- 
ture, and Commerce. 

The policy expressed in the Act was pursued actively until the out- 
break of war in Europe in 1939, by which time agreements had been 
dra^vn up wth nineteen countries. These countries included Great Brit- 
ain, Belgimn, Sweden, Switzerland, Cuba, Canada, France, Czecho- 
slovakia, and several South and Central American countries. It is not 
feasible for us to consider the details of these trade agreements, but 
■we may examine briefly those concluded in 1938 wdi Great Britain and 
Canada. Under these agreements, the United States received tariff cuts 
or other concessions from Canada ivith respect to 1489 products, and 
from Great Britain with respect to about 450 products. Canada and Great 
Britain, in return, received concessions from the United States on about 
450 and 150 products, respectively. The agreements affected American 
exports w'hich in 1937 were valued at about $440,000,000, and American 
imports amounting to some $260,000,000 in that year.® In signing her 
agreement wth the United States, Great Britain acted for Newfoundland 
and about fifty non-self-goveming colonies. At that time the United 
States transacted about one-third of her total foreign trade ^vith the areas 
included in these agreements, and the three countries together (the 
United States, Great Britain, and Canada) accounted for almost one-third 
of the world s total international trade. 

Appraisal of the Reciprocal Trade Agreements.— It is impossible to de- 
termine the exact effects of the reciprocal trade agreements upon the 
international trade of the United States. To do so w'otild require a com- 
parison of our actual volume of trade in recent years with the volume 
w'hich would have been transacted in the absence of the trade agree- 
ments— and the latter, of course, is an unkno^vn quantity. Our inter- 
national trade is subject to so many influences that one cannot single out 
the specific effect of the trade agreements. Some people argue that our 
trade Avith all countries was probably affected in the same way by the 
general recovery of business in recent years, and insist that, if our trade 
has increased faster wth agreement than with non-agreement countries, 
the influence of the agreements is indicated. How’ever, this is not neces- 
sarily true. Our trade wuth Germany, for example, may have been re- 
duced by resentment felt here over that coimtry’s handling of the Jewish 
people, her default on financial obligations, or her general program 
® New York Times, November 18, 1938, and Chicago Tribune, November 17, 1938. 
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of aggression. American trade with Japan may have been similarly af- 
fected at one time by our attitude toward her invasion of China and her 
treatment of Americans in the war area, and may later have been in- 
creased by her heavy purchases of war materials and supplies. Since 
Germany and Japan are both non-agreement countries, a failure to con- 
sider these matters would result in giving our trade agreements with other 
countries more or less credit than they deserve. It was true that, as com- 
pared with 1935, our 1936 trade with agreement countries increased 
roughly twice as fast as our trade with non-agreement countries, but since 
1937 wars and preparation for war have disturbed our trade to such an 
extent that it is quite impossible to estimate the effects of trade agree- 
ments. 

For the most part, then, the trade agreements must be approved or 
disapproved on general grounds. Other things being equal, they have 
a stabilizing influence on international trade. They tend to increase our 
trade by reducing tariff duties or making other concessions where they 
will do us the most good. Since it has seemed impossible to get many 
nations to lower trade barriers at one time, reciprocal trade agreements 
probably provide the best means available for increasing foreign trade 
by reducing trade restrictions. The objections to the trade agreements 
have come more largely from small business men dian from our major 
industries. Small business men, who have no hope of developing foreign 
markets, have been disturbed by the increased importation of foreign 
products. In addition, oxur tariff-minded politicians and newspaper writers 
have made a determined effort to convince the fanners of the country that 
the reciprocal trade agreements are detrimental to agricultural interests. 
The farmers were told, at one time, that our imports of cheddar cheese 
had increased fifteen-fold under the auspices of our trade agreement 
with Canada. The implication was, of course, that they had been badly 
injured by this development, but the tellers of the tale forgot to add 
that, even after the increase mentioned, these imports amounted to only 
2.2 per cent of the domestic production of cheddar cheese. Similarly, tlie 
farmers were urged to protest against great increases in our imports of 
cream, though these imports amounted, after the increase had taken 
place, to only one-tenth of one per cent of domestic production.^ In the 
field of manufacture, alarm was expressed over the trade agreements 
provision which permitted the importation of 4,800,000 pairs of shoes a 
year from Czechoslovakia, although diese imports, if actually achieved, 
would have amounted to only IK per cent of our domestic output. 

The trade agreements program has been virtually at a standstill since 
the outbreak of the second World War. Some countries with which we 
had agreements have been wholly or partly swallowed up by Germany, 


^ Foreign Affairs, April, 1938 pp. 428, 429. 
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wliile others have almost abandoned international trade except for the 
purchase and sale of war materials and supplies; merchant ships are kept 
busy with war activities; and few nations, if any, concern themselves with 
such relatively unimportant matters as tariffs and other peace-time obsta- 
cles to trade. It is evident that a genuinely reasonable policy wth respect 
to international trade cannot be adopted until the world is free of \vide- 
spread military conflict. 

Interstate Barriers to Trade.— In the meantime, we may well give atten- 
tion to the status of trade within the United States. Throughout our na- 
tional life, we have taken freedom of trade within the country for granted, 
for our federal Constitution forbids any state to lay any imposts or duties 
on imports or exports, except as may Ije absolutely necessary for execut- 
ing its inspection laws, or to lay any duty on tonnage without the consent 
of Congress. The rapid and prosperous economic development of our 
country has been attributable in no small measure to this internal free- 
dom of trade, but since 1929 our individual states have placed many ob- 
stacles in the way of trade with other states. According to one source, 
1489 laws setting up barriers to interstate trade went into effect between 
1929 and 1939.® 

These barriers to interstate trade take many forms. Under their taxing 
and licensing powers, states have provided: 

1. Special taxes on certain products which compete with goods made 
within the state. For example, 30 states have tried to limit the 
sale of oleomargarine from other states, in order to protect pro- 
ducers at home. 

2. Special taxes on certain types of business or merchandising units, 
such as chain stores. 

3. Use taxes on articles that have been pmrchased outside the state to 
avoid a sales tax imposed wthin the state. 

4. Taxes on non-resident conunercial motor vehicles (trucks and 
busses). Such vehicles may be required to pay full license fees 
in the state, in addition to mileage and gasoline taxes. 

5. Special taxes and fees on out-of-state corporations doing business 
within the state. 

6 . Licenses for traveling vendors (merchant truckers and canvas- 
sers). 

7. Discriminatory premium taxes on out-of-state insurance com- 
.panies. 

8 . Discriminatory liquor taxes which favor producers or dealers 
within the state. 

®J. E. Johnson, Interstate Trade Barriers, New York, H. W. Wikon Company, 
1940, p. 23. 



196 ECONOMICS: PRINCIPLES AND PROBLEMS 

In using tiieir police powers, or attempting to protect the health, safety, 
morals, or general welfare of their citizens, some states have provided: 

1. Restrictions on milk markets, by limiting the supply in certain city 
markets, and employing other restrictive measures. 

2 . Exclusion of certain plant and animal products by quarantine or 
inspection laws. 

3. Restrictions on movements of workers into the state, by requiring 
workers to prove their ability to support themselves. 

4. Regulations of weights, dimensions, and equipment of interstate 
trucks and busses, or requirements that such vehicles enter the 
state through certain established “ports of entry.” Tire former 
regulations have varied so much from one state to another that 
it has sometimes been necessary to violate the law of one state 
in order to comply with the law of another. 

5. Grade, standard, or label requirements not conforming to federal 
specifications or those bf other states. 

Acting under corporate or proprietary state powers, some states have 
provided: 

1. Requirements excluding all but legal residents of the state from 
the public payrolls. 

2. Laws requiring the expenditure of public funds within the state 
(in the case*of such goods as coal, building supplies, or printing). 

3. Regulations limiting or forbidding the exportation of products bf 
state natural resources, in an attempt to force industries to locate 
within the state.® 

Breaking Down State Barriers.— The above description represents the 
state of affairs which existed in 1939. Since tliat time, the governments of 
many states have recognized the seriousness of this kind of interference 
with interstate commerce; and, as a result of interstate conferences, a 
strong counter-movement has developed. In 1939 and 1940, very few 
laws erecting barriers to interstate commerce were passed, and many old 
laws were repealed. State barriers to interstate commerce have no sound 
economic basis. Other measures— for example, quarantine or inspection 
laws— may sometimes be necessary, but their operation should not be 
permitted to violate our traditional policy of free trade as between the 
several states. With that policy reinstated and firmly enforced, we may 
decide to experiment more extensively with the lowering of trade barriers 
between the United States and other countries of the world. Indeed, we 
may even see the day when employers and workers alike will decide that 

® Most of this material on state barriers to interstate commerce has been sum- 
marized from F. E. Melder, "Trade Barriers Between States,” Annals of the American 
Academy of Political and Social Science, January, 1940, pp. 54-61. 
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the story of the benefits of protection should be pulled do^vn from the 
shelf of works on economics and placed among the fairy tales where, 
for the most part, it indubitably-belongs. 


1. How would the absence of tariff restrictions tend to TnavimirA the gain 
which the nations of the world could derive from international trade? 

2. Would you favor the protective tariff from die point of view of the wel- 
fare of the world as a whole? Why? 

S' Should we retain the protective tariff because of the revenue which it 
produces for the federal government? 

4. Could we, by means of the tariff, monopolize the domestic market and 
maintain our export trade at the same time? 

5 . “The superiority of one country over another in a branch of production 
often arises only from having begun it sooner. There may be no inherent 
advantage on one part, or disadvantage on the other, but only a present 
superiority' of acquired skill and experience. A protecting duty, continued 
for a reasonable time, may permit the country which lacks diis skill and 
experience to carry on the industry until the producers are educated up to 
the level of those \vith whom its processes are traditional.” Conunent on 
this argument for the protective tariff. 

6. ‘We are importing at the rate of about $300,000,000 worth of foreign 
goods per month into the United States. Most of these goods could be 
made here. There is not a manufactured article produced in the United 
States in which the labor cost is less than 90Z of the total cost following the 
raw material from start to finish. Now, if that is true, of the $300,000,000 
that we are sending abroad each monA to buy foreign-made goods,. $250,- 
000,000 is going out from Ae people of Ae United States to employ Ger- 
man, French, English, Japanese, and Chinese labor, while our own workers 
walk Ae streets in idleness. Unless adequate protection is secured against 
foreign-made goods, Aere is little hope of this country being able to 

- maintain Ae present standard of living of Ae American workingman and 
\voman.” 

Is this a valid argument for Ae protective tariff? \Vhy? 

7. Is Ae protective tariff effective as an instrument for shielding a country 
from outside economic influences and for promoting economic stability? 
Why? 

8. Would Ae efforts of nations to be economically self-sufficient be more or 
less likely to promote world peace Aan would Ae economic cooperation 
and interdependence of Aese nations? Why? 

9. What is meant by Ae “scientific tarifiP? El:q)lain. Would you favor a 
tariff law of this kind? ^Vhy? 

10. ‘Domestic industries may be protected indirectly as well as directly.” 
How? 

11. Why may import quotas be more effective Aan protective tariffs in certain 
situations? Explain. 

12. How may foreign exchange controls be operated to afford protection to 
domestic industries? 

13. “Foreign exchange controls may be set up for many purposes but Aey 
often restrict trade and protect domestic indirstries.” Do you agree? Why, 
or why not? 

14. Discuss Ae relative merits of foreign exchange controls and protective 
tarifis. 
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15. Compare clearing agreements with foreign exchange controls proper. 

16. Show why there is now no point to condemning the protective tariff on the 
ground that it endangers the position of the United States as an out- 
standing creditor nation. 

17. Do you think our tariff policy should be affected by the fact that many of 
our exports are now manufactured goods? 

18. Explain fully why it has been so mfficult in the past to obtain a down- 
ward revision of our tariff. , 

19. State the major provisions of the Reciprocal Trade Agreements Act of 
1934. 

20. “The reciprocal trade agreements program has been condemned as being 
too effective.” Explain. 

21. Show why the effects of the reciprocal trade agreements program on our 
international trade are difficult to measure. 

22. Why is the reciprocal trade agreements program virtually at a standstill at 
present? 

23. “While we have been worrying about international obstacles to trade, a 
host of interstate barriers to trade have been erected.” Explain. 

24. What should be our attitude toward barriers to interstate trade? Ex pl a in. 
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CHAPTER 41 


FOREIGN INVESTMENTS AND 
INTERNATIONAL INDEBTEDNESS 


We begin our study of foreign investments and international indebtedness 
by -examining the general principles on which international loans and 
investments, and exports and imports of capital are based. 

The Economic Effects of a Net Outflow or Inflow of Capital 

The Meaning of an “Export of Capital,”— In considering the process by 
which international indebtedness is incurred, we should recognize that, 
in spealdng of international movements of capital, the word “capital” is 
being used in a somewhat diflFerent sense from that in which it is ordi- 
narily used by economists. Its usual definition is “produced goods in- 
tended for fuj^er production”; that is, capital is a part of those scarce, 
material, and transferable goods that are commo^y called “wealth.” 
When borrowing takes place between nations, however, the capital that 
is imported and exported consists, in the first place at least, of purchasing 
power or claims upon wealth, rather than articles of wealth themselves. 

What happens whenever the individuals or governments of foreign 
nations obtain loans in the United States— orj to look at it from the other 
point of view, whenever we make investments in foreign securities or 
properties— is that purchasing power, such as bank deposits, formerly 
owned by citizens of this country is turned over to foreigners or foreign 
governments. A part of this purchasing power must be spent in the United 
States for die banking services in connection with the loan, while an- 
other part may be spent here if this country appears to be the most ad- 
vantageous market for the particular commodities desired by the bor- 
rowers or if the terms of the loan provide that a certain part is to be 
spent here. It usually happens, however, that a considerable part of such 
loans is— for a time at least— wanted by the borrowers in some other 
form than commodities and services. Even though, in the last analysis, 
the borrowers in many cases will want commodities and services, their 
immediate desire is usually to obtain most of the loan in the currency of 
their own country, to be used there, or to obtain commodities and services 
from some country other than the one that extended the credit. 
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The borrowers’ problem, then, becomes that of transferring purchasing 
power from the lending country to their own country. This may be ac- 
complished by having their agent in the lending country use their credit 
balances to buy bills of exchange on the borrowing country and send 
them to the borrowers, or by themselves drawing bills of exchange against 
their balances in the lending country and selling the bills at home. Con- 
ceivably, their balances in the lending country could be used to buy 
gold there, which could then be transferred to the borrowers. 

A Persistent Net Capital Outflow and the Foreign Exchange Market.— 
When a country has a persistent net outflow of capital, the problem of 
transferring the funds becomes serious. The borrowers’ attempts to con- 
vert the funds by buying bills of exchange in the lending country add 
to the already existing demand for drafts on the borrowing country or on 
other countries not directly involved in the lending. On the other hand, 
their attempts to transfer funds by selling at home bills of exchange 
on the lending country add to the supply of such e.\change already exist- 
ing in the borrowing country. Since the increased demand in the lending 
country for exchange on the borrowing country, and the increased supply 
in the borrowing country of exchange on the lending country, would per- 
sist because of the continuing loans, the effect would be to raise in the 
lending country the exchange rate on the borrowing country and lower in 
the borrowing country the exchange rate on the lending country. These 
changes in exchange rates seem likely to result ultimately in a flow of gold 
from the lending to the borrowing country, although other conditions may 
intervene to render this flow unnecessary during a greater or lesser period 
of time. 

For example, it is probable that dealers in foreign exchange in the 
lending country can set up credit balances in the borrowing country 
through short-term advances by the banks there, and can sell additional 
exchange on the borrowing country by drawing bills against these bal- 
ances. It is also entirely possible that the central bank of the borrowing 
country may intervene and offer to give the borrowers funds in the bor- 
rowing country in exchange for the claims against credit balances held 
by the borrowers in the lending country. Tlie purpose in doing this, 
from the central bank’s point of view, may be to prevent an inflow of 
gold when such a flow appears undesirable because of conditions either 
in the borrowing country or in the international credit situation, or to 
obtain foreign exchange which may be counted as a part of legal banking 
reserves in some countries. Either type of banking activity, however, will 
be indulged in only so long as it appears desirable with regard to bank- 
ing, reserve, and gold conditions at home and abroad; and when these 
activities cease, a flow of gold tends to take place. 

The Effect on International Trade.— If the flow of gold toward the bor- 
rowing country, because of a persistent capital movement, is so large 
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A Persistent Net Inflow of Payments on Account of Long-term Indebt- 
edness.— International loans, however widely some may appear to differ 
from others, are all alike in one respect, in that they make it necessary 
for payments to pass from the borrowing to tlie lending country on ac- 
count of interest or dividends, and eventually in the repayment of prin- 
cipal. The longer a country has had a persistent net outflow of capital 
funds, the greater are die sums it must receive annually, and the more 
difiBcult will it be for die country to keep on lending enough to make 
the net flow of payments on the capital account move outward. Even- 
tually the time comes when, from die standpoint of the lending country, 
die inward payments on account of existing indebtedness, added to die 
payments representing new investments of foreigners in the lendinc 
country, will exceed the exports of capital being made by the lending 
country, and die net balance of payments on account of long-term in- 
debtedness will be inward, and not outward. 

When this happens we may expect die same sequence of events as has 
already been described, except that the country which is being repaiu 
will be in the position formerly occupied by die borrowing country. Tlie 
need to transfer net payments to die former lending country operates to 
increase both die demand for foreign exchange in the repaying country 
and the supply of excliange on the repaying country in the one diat is 
being repaid. The rate of exchange on the creditor country rises, while 
that on the debtor falls. Eventually, after die banks in each country 
have gone as far as appears ivise in facilitating die transfer of funds,~h 
flow of gold to the former lending country may be expected. Despite all 
steps that can be taken by the central banking system of the creditor 
country, some expansion of its purchasing power— that is, an expansion of 
its money and deposit currency as compared with that of die debtor 
country— may be expected. This relative change in purchasing power 
will, as before, influence imports and exports, tending, directly or in- 
direedy, to increase imports to the former lending country and to increase 
exports from the debtor country, regardless of whether or not die price 
level rises in the creditor county and falls in the debtor country. 

In ending this description, we may refer once more to die qualifica- 
tions of this broad statement of theory which it might be desirable to 
present were this discussion more extended. Our conclusion is, never- 
theless, that a country that is receiving a persistent net inflow of pay- 
ments on account of long-term indebtedness will have an “unfavorable” 
balance of trade— that is, an excess of imports in terms of commodities, 
services, and gold taken together— and that repaying countries will tend 
to be affected in the opposite manner. This changed relationship of im- 
ports to exports in the country that is being repaid may come about 
through a growth in imports while exports remain constant, through a 
decline in exports while imports remain constant, or through a change in 
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both; and the same is true of the repaying coimtty. It does not follow 
that the country that is being repaid will necessarily have an increase 
in imports from or a decrease in exports to the country that is repaying, 
or that the latter must have an increase in exports to or a decrease in 
imports from the country that is being repaid. These things may happen, 
or they may not. But we know that the country which is receiving net 
payments must have an import balance of trade in terms of gold, com- 
modities, and services taken together, from whatever source derived, 
and that the reverse is true for the repaying country. 

The United States as a Creditor Nation 

The First World War Period.— Up to the year 1916 the United States 
was a debtor nation. At the beginning of Ae first World War, we, as 
public and private debtors, owed individuals of other countries approxi- 
mately 5/s billion dollars, while foreign individuals and governments 
owed individuals in the United States about SSi billion dollars.^ Between 
1914 and the end of 1919, the United States made huge loans, bodi public 
and private, to many countries, and as a result found herself an inter- 
national creditor to the extent of about 18 billion dollars. This sum, how- 
ever, represented the nominal value of foreign obligations to this country 
rather than the actual value, whidi was probably about 14 billion dol- 
lars in view of the adjustments finally made in the war debt obligations 
of the Allied governments to this country. In addition, allowance should 
be made for our obligations to other countries, amoimting roughly to 
4 billion dollars; so that the net actual indebtedness of individuals and 
govermnents throughout the rest of the world to individuals in, and the 
government of,' the United States at the dose of 1919 was almost 10 
billion dollars." 

The 1919-30 Period.— The growth of the United States as an interna- 
tional creditor did not end in 1919. Vvhile our government ceased to 
lend to other governments a few years after the dose of the war, the 
private investments of our citizens in foreign securities and properties 
continued at a merry pace until, by the end of 1930, it was estimated that 
the total indebtedness of foreign governments and individuals to the 
United States government and individuak in this country amounted 
roughly to 22 billion dollars.® This figure, however, did not include our 
investments in Alaska, Hawaii, and Puerto Rico, or in missionary and 
educational institutions abroad, or any short-term obh'gations due in- 
dividuals in this country. If we deduct from this estimate some 4 billion 

^R. A. Young, The International Financial Position of the United States, New 
York, National Industrial Conference Board, Inc., 1929, p. 3. 

® Ibid., pp. 48, 49. 

® United States Department of Commerce, Bureau of Foreign and Domestic Com- 
merce, A New Estimate of American Investments Abroad, Wasliington, Government 
Printing OfiBce, 1931, pp. 1, 2. 
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dollars, which was approximately our indebtedness to foreign countries in 
all but short-term obligations, there remained a net indebtedness to the 
United States of about 18 billion dollars, as we noted in the preceding 
chapter. 

The War Debts.— Tlie fact that the United States was so great an inter- 
national creditor in 1930 caused considerable concern, especially in view 
of the traditional high-tariff policy of this country. One of the most 
disturbing elements in the situation was the matter of the war debts. 
After tlie United States entered the World War in April, 1917, loans 
to die Allied countries consisted largely of direct advances from our 
government to their governments, as authorized by the various Liberty 
Loan Acts. It was these direct intergovernmental loans that resulted in 
the war debts. In making tliese loans, funds held by individuals and or- 
ganizations in this country were turned over to tlie United States gov- 
ernment through the purchase of Liberty Bonds. This government then 
placed the funds, or credits, at the disposal of die Allied powers as needed 
for the purchase of materials and supplies, die stabilization of foreign 
exchange rates, and for other purposes. 

It may be asked how the United States could make these huge ad- 
vances totaling billions of dollars, to die governments of the Allied coun- 
tries in so short a space of time. A large part of die answer, at least, lies 
in the fact that credit within the United States underwent a marked ex- 
pansion during this period. Tlie inauguration of the Federal Reserve 
System made possible a large expansion of credit dirough its low reserve 
requirements and rediscount provisions. Before we entered the war, much 
gold was shipped to this country by other nations, and this provided the 
legal basis upon which to build a large superstructure of credit. After we 
entered the war, the Federal Reserve Board followed a very liberal policy 
in making advances to the government and rediscounting commercial 
paper, and even made it possible to rediscount promissory notes secured 
by government bonds. 

This expansion of bank credit served to increase the money incomes 
of all classes of people, and made available for investment a great aggre- 
gate volume of savings, witli which foreign securities and Liberty Bonds 
could be bought, and domestic securities could be repurchased from for- 
eign holders. Thus, our government was given purchasing power which 
it subsequently turned over to the accounts of the borrowing governments. 
In terms of commodities, these savings and loans meant that, while our 
own physical production of goods was increasing to a marked degree, 
our citizens were economizing in their use of commodities and were thus 
making possible a surplus for export. 

The war loans, whidi resulted in the war debts, differed from ordinary • 
international loans in at least two important respects. As we have already 
noted, these loans were made by our government directly to the govern- 
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ments of the countries with which we were allied, whereas foreign loans 
are ordinarily made by individuals or companies in one country to indi- 
viduals or companies in other countries. Hence, the war debts constituted 
a political, as well as an economic, problem in all the countries involved. 
In the second place, the proceeds of die war loans were used for pm:poses 
of destruction, so that their expenditure did not provide the means of 
repayment by adding to the productive capacity of the borrowers. Or- 
dinary loans, of course, are made primarily for productive purposes. 
Since the war, ihe war debts have been so hedged about by considera- 
tions of a moral or ethical character that any attempt to consider them 
from a purely economic point of view would fail to take into account 
many important matters related to the question of repayment. 

The Funding Agreements and War Debt Statistics.— Several years 
elapsed after the first World War before arrangements were made for 
repaying the war loans. The first "funding” agreement, or arrangement 
for payment by installments over a long period of years, was concluded 
wth Great Britain in 1923. Other funding agreements followed, until 
by 1927 the largest debtors of the United States had made arrange- 
ments to settle their war debts. The total nominal funded indebtedness 
of our debtors on account of war loans proper, purchases of surplus war 
supplies, purchases from the United States Grain Corporation, and relief 
crests, was 11,468 million dollars in November, 1928. To clear up this 
indebtedness, the debtor nations were obligated to pay some 20,938 mil- 
lion dollars, on account of principal and interest, between 1929 and the 
end of the debt-papng period, about 1987. The value of these scheduled 
payments, as of 1929, was 7870 million dollars, ivith the future payments 
discounted at 4 per cent, or 6538 million dollars at the rate of 5 per cent.* 

Could the Debtor Coimtries Have Made the War Debt Payments?— 
By 1930, the question of the hour was whether the debtor countries could 
and would make the annual payments specified by the war debt funding 
agreements, and whether the United States could receive these payments. 
The annual payments had been arranged on a sliding scale, becoming 
heavier as time went on. In the period 1929-34, they amounted to 256 
million dollars per year. Postponing, for the moment, the question of 
whether such payments could have been transferred to the United States 
year by year, let us consider whether the debtor coimtries could have col- 
lected the necessary sums from their citizens, presumably by taxation. 
In die case of the four largest debtors— England, France, Italy, and Bel- 
gium— the aimual per capita payment on account of the war debts would 
have been somewhat less fhan the $2 per capita which it would have 
m€ant to the people of the United States, but it would have had to be 
collected under very different conditions. For one thing, the per capita 

* R. A. Young, The International Financial Position of the United States, pp. 192, 
193. 
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war. I would give it just as freely as I would vote to equip our army or 
maintain our navy.” Said another, “We can [by the advances] effectively 
and in the immediate futiure, arm, strengthen and support those who are, 
since our declaration of war, fighting our battles.” Such utterances were 
many. 

The arguments from a moral point of view had no legal standing what- 
soever, for the war debts were valid, legal obligations. They were definite 
and xmequivocal, and were undertaken voluntarily by die Allied govern- 
ments. They had signed on die dotted line, and we were merely holding 
diem to their word. The important thing at law is what is said in legisla- 
tion, not what is said about it before it passes. Nevertheless, it is true 
that considerations of an ethical character infiuenced the Allies in their 
attitude toward the payment of the war debts. 

Discrimination in the Debts Settiements.— Another factor which may 
have affected the willingness of debtor countries to make payments was 
the discriminatory nature of die war debt setdements. In arranging these 
setdements, an attempt was made to observe the principle of ability to 
pay, but it appeared later that the attempt was unsuccessfuL ^Vho, for 
example, would have said, a few y^ars after the setdements, that Great 
Britain was twice as able to pay interest on her war debt as France, or 
eight times as able as Italy? Yet the interest rates were in these propor- 
tions. Similarly, it seemed unfair that Italy should have been required to 
pay only 25 per cent of her nominal debt, discounting the future, pay- 
ments at 5 per cent, while France was obligated to pay 50 per cent, Bel- 
*gium 54 per cent, and Great Britain 78 per cent. 

War Debts and Reparations.— It soon became apparent that the govern- 
ments of the debtor countries could not, as a matter of political expe- 
diency, tax their citizens in order to make war debt payments to the 
United States, unless they continued to receive their reparations pay- 
ments. By “reparations” we mean those payments which Germany was 
obligated to make her opponents in the first World War for loss and 
damage to which the Allied and associated governments and their citizens 
were subjected by Germany. Some payments were to be made by other 
countries, but these were relatively unimportant The first “settlement” of 
the reparations question in 1921 obligated Germany to pay a total of 
about 32 billion dollars, covered by “A” bonds of 3 billion dollars, “B” 
bonds of 9 billions, and “G” bonds of 20 billions. Of these, only the “A” 
and “B” bonds were really taken seriously by most observers. "S^Tien Ger- 
many proved tmable to continue payments vmder this plan, a new ar- 
rangement the “Dawes Plan,” was brought into operation in 1924. This 
plan called for annual payments of 596 million dollars by Germany, to 
continue indefinitely. Finally, in 1929, the “Young Plan” was evolved, 
imder which Germany was to pay aimuities for 37 years, ranging from a 
low of about 401 million dollars in 1931 to a high of 578 millions in 1965. 
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Thereafter she was to he liable for 22 further payments, averaging some 
400 million dollars per year.® 

In connection with both war debts and reparations, we should hear in 
mind that the amount to be paid each year, rather than the total amount, 
was the most important consideration in attempting to pass upon the 
feasibility of payment and collection of these obligations. Table 46 shows 

Table 46. — ^Avehage Annual Patments to Be Made to the United States by 
Debtob Governments, and Average Annual Reparations Payments to Be 
Received by Trese Governments, 1030-1934 

(Soiurces: R. A. Young, The Intemalional Financial Position of the United States, p. 190; 
and D. P. Myers, The Reparation Settlement, 19S0, p. 170) 


Country 

Average Annual Payment 
to the United States on 
Account of War Debts 
(in millions) 

Average Annual Receipt 
' from Germany on Account 
of Reparations 
(in millions) 

Great Britain 

$170 

$ 05 

France . 

52 

211 

Italy 

13 

44 

Belgium 

8 

24 

All Others 

13 

45 (including 
payments to U. S.) 

Total 

$256 

$410 


the average annual amounts which were to be paid by the principal debt- 
ors to the United States on account of the war debts in the years 1930 to ‘ 
1934, and the amounts to be received by these countries in reparations 
payments in the same years. There is good reason for presenting these 
figures together, in spite of the fact that the United States consistently 
maintained that war debt payments were in no way connected with or 
dependent upon reparations payments. For an examination of these fig- 
ures shows that, except in the case of Great Britain, the reparations pay- 
ments, if made, would have furnished the debtor coimtries with more 
funds than necessary to make their war debt payments to the United 
States. . 

Gould the United States Receive the War Debt Payments?— For years, 
|nany people insisted that the United States would experience litde dif- 
Mculty in receiving the annual war debt payments, because of their rela- 
tively small amounts. While 256 million dollars a year, the annual average 
payment due from 1930 to 1934, is a large absolute amount, it is only a 
fraction of one per cent of the annual income of this country in good years 
and bad, and less than 6 per cent of our imports in 1929. But the war debt 

'The statistics on reparations are from D. P. Myers, The Reparation Settlement, 
1930, New York, World Peace Foundation, 1930, pp. 57-59; and R. A. Young, The 
International Financial Position of the United States, pp. 182-185. 
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payments could not be considered by themselves, for we would have had 
to receive these payments in addition to all other payments which have 
to pass from other countries to this country year by year. In 1930, our 
private foreign investments amounted to about 15 billion dollars. A yield 
of 5 per cent on these investments would have required the acceptance 
of about 750 million dollars a year by this country, if investors were to 
receive interest payments and dividends. 

The Necessary Import Surplus.— These incoming payments would have 
been offset to some ejctent by outgoing payments on account of the invest- 
ments of foreign countries in the United States. However, tibe total pay- 
ments to be received from abroad in each year would have amounted 
to a huge figure. These incoming payments count as exports in our bal- 
ance sheet of international payments. That is, they bring about a situation 
like that which results from a heavy exportation of a commodity (say, 
wheat), which would also require foreigners to make payments to this 
country. Tlierefore, if we were to receive these payments on account of 
foreign indebtedness, our total imports of coimnodities and services would 
have had to exceed our other export items (which required payments to 
us) by the amount of the war debt payment and investment pajments to 
us. It would have been necessary, in other words, for us to have received a 
heavy surplus of imports, apart from the war debt payments. 

Under other conditions it might have been possible for us to achieve 
this necessary import balance of trade, but in 1930 our high protective 
tariff made it practically impossible to accept the necessary imports. 
Moreover, generally high tariffs and other obstacles to trade throughout 
the world made it difficult at that time for the debtor countries to export 
enough to set up the necessary balances abroad, against which bills of 
exchange could be dra^vn to make payments to us. It appears, therefore, 
that our policy wth respect to international trade was inconsistent with 
our position as an outstanding creditor nation, and threatened to destroy 
the value of our public and private loans and investments abroad. But, 
it may be asked, could not the United States have achieved the import 
balance of trade essential to the payment of foreign debts without low- 
ering the tariff and increasing the importation of dutiable articles? It is 
true, of course, that an import balance of trade might have been obtained 
by reducing exports, as well as by increasing imports, but it is difficult 
to believe that this alternative would have been popular wth the rank 
and file of American business men. If it had been possible to increase 
greatly our net imports of services, this country might have received large 
net payments on account of long-term indebtedness without much change 
m commodity imports. However, it did not appear that any great or sud- 
den expansion in these service items could be looked for at that time. 
Certain “invisible items,” such as tourists’ expenditures, might have been 
expected to increase as time went on. Other items, such as the remit- 
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tances of immigrants and payments for freight services, were more likely 
to decrease, die first because of our immigration policy, and the second 
because of agitation for the development of an American merchant 
marine. All in all, no great amount of relief could have been expected 
from this quarter. 

Payments to the United States Before 1930.— But, it may be asked, were 
not war debt and reparations payments made and received in the years 
before 1930, and did not tlie United States in those years also receive 
large payments from abroad on her private loans and investments? The 
answer is really negative in bodi cases. Between 1924 and 1930, Ger- 
many paid reparations to die amount of 10,300 million Reichsmarks. In 
order to do diis, we might assume on general principles that she had an 
export surplus of about the same amount, and thus acquired the neces- 
sary foreign balances against which the reparations payments were drawn. 
Actually Germany had in diis period an import trade balance amounting 
to 6300 million Reichsmarks. The large reparations payments were pos- 
sible in the face of this import trade balance only because, in die same 
period, Germany had borrowed 18,000 million Reichsmarks.® These loans 
came, to a considerable extent, from the United States. Thus, through 
borrowing abroad, Germany acquired the foreign balances widi which 
to make reparations payments to die Allies. When diese balances came 
to die Allied nations, they were able to make war debt payments to the 
United States, despite their inability to export to us, and our inability or 
unwillingness to import from them to any great extent. Tlie reparations 
and war debt payments in these years amounted fundamentally to our 
taking large quantities of funds from one pocket and returning smaller 
quantities to another pocket. 

To determine whether the United States actually received large an- 
nual payments on account of private loans and investments abroad, in the 
years before 1930, it is necessary to consider all of the several items diat 
result in payments into or out of this country, on account of long-term 
indebtedness. Among the outgoing items there are payments on account 
of imports of securities (both new issues and those outstanding), invest- 
ments of Americans in foreign properties, government advances to for- 
eign governments, and redemption and sinking fund payments and in- 
terest and dividends on our securities held abroad. Among the incoming 
payments are included those on account of outstanding securities ex- 
ported, investments of foreigners in properties in the United States, the 
principal of our government advances and credits returned, interest and 
dividends on our private investments, interest on our government ad- 
vances, and the redemption and sinking fund requirements of foreign 
I securities held by us. 

® The Economist, London, England, Supplement on the War Debts, November 12. 
1932« 
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When the incoming annual payments are compared with the outgoing 
payments on the long-term capital account from 1919 to 1930, a fairly 
good balance of the two movements of funds is observed. For a few 
years after 1919, there was a net outflow of payments from the United 
States, but somewhat later there developed a tendency for incoming pay- 
ments to be slightly in excess of outgoing payments. On the whole, then, 
there was no real net inflow of payments on our foreign loans and invest- 
ments in this period. Instead, we maintained and increased the net indebt- 
edness of other nations to us by, in effect, reinvesting the amounts due us 
on accotmt of interest, dividends, and the repayment of principal. Indi- 
viduals in the United States, of course, received such payments when due, 
but we as a people refused them, or at least canceled their effects, by 
making every year a net balance of new foreign investments and loans 
of substantially the same amount as we received on account of old loans 
and investments. All in all, the creditor position of the United States did 
not appear very secure as of 1930. 

The Present International Loan-investment Position of the 

United States 

The Elimination of the War Debts.— Since 1930, the creditor position 
of the United States has virtually disappeared. The first step in the proc- 
ess was the complete loss of the value formerly attributed to the ^var 
debts— 7 billion dollars as of 1930. When the depression of 1929 came and 
Germany’s foreign sources of credit dried up almost overnight, she was 
in a serious position, for her heavy borrowings obligated her to make 
large annual payments on her private foreign debts, in addition to her 
reparations payments. Confronted by the depression and by high tariffs 
and other obstacles to trade which other countries were maintaining, 
Germany could not expand her exports sufficiently to acquire foreign 
balances for purposes of debt payment; nor could she provide the neces- 
sary export balance of trade by reducing her imports. 

By 1931, it appeared likely that Germany, if left to her own devices, 
would have to default on her private debt payments to other countries, 
and on reparations payments as well. This would have meant loss to 
many private investors in the United States, and the non-payment of 
war debts by our former Allies because of Germany’s failure to pay 
reparations. Acting on the principle that half a loaf is better than no 
bread. President Hoover proposed tha^ for one year dating from June, 
1931, all war debt and reparations payments should be suspended. The 
other nations concerned eventually agreed to this proposal. In this way, 
a default on private debt pajTnents due American citizens w'as tempora- 
rily avoided. 

In the summer of 1932, the Lausanne Agreement gave Germany per- 
manent relief from her reparations obligations, although this abandon- 
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ment of reparations was presumably contingent upon a like action by the 
United States with respect to war debts. Actually it meant the end of 
reparations, despite the fact that this country took no oflBcial action on the 
war debts. Nevertheless, Germany eventually defaulted on her private 
debt payments to other countries, by a series of steps taken in 1933 and 
1934. Since the abandojiment of reparations, the countries which owe us 
war debts, with the single exception of Finland, have persistently refused 
to meet these obligations and there now seems to be no hope that the war 
debts will ever be paid. 

Dedine in the Value of Our Private Investments Abroad.— The private 
investments of American individuals and firms in foreign countries, which 
were estimated at 15 to ISM billion dollars in 1930, amounted to some 
13 billion dollars at the beginning of 1935.’' But this latter figure does not 
show the true extent of the decline which had taken place in tlie value 
of our private investments abroad. Hiese investments are divided into 
direct investments and portfolio (or security) investments. Direct invest- 
ments are Riose wliich involve direct participation in commercial and 
industrial enterprises abroad, such as investments in American controlled 
manufacturing and distributing organizations, mining properties, petro- 
leum lands, plantations, and other properties. The portfolio investments 
include all our holdings of foreign securities, either publicly offered in 
this country or secured tlirough purchase in the international market. 
The direct investments of almost 8 billion dollars at the beginning of 
1935 represented the book value of these investments as reported by Aeir 
owners at the end of 1929 with allowances for additions and deductions 
since that time, while the figure of over 5 billion dollars for portfolio 
investments represented the par value of die securities. 

While the estimate of direct investments allowed for changes in the 
quantity of these investments, it apparently did not allow'for changes in - 
their value, which must have declined appreciably by 1935 as a result 
of the depression. However, when the depreciated foreign values of these 
properties were converted into depreciated United States dollars, it is 
quite possible that the estimate given for these investments was about 
right. But this conclusion can scarcely apply to the portfolio investments. 
Since most of these securities were already expressed in terms of dol- 
lars, they could not benefit by conversion into devalued dollars; and the 
actual value of the securities was probably much less than their par value 
by 1935, because of total or partial defaults by the debtors on many of 
the securities. 

The Geographical Distribution of Our Investments.— Table 47 shows 
the geographical distribution of the private long-tenn foreign investments 
of the United States as of the beginning of 1935. We see diat by far 
the greater part of our private foreign investments were in the western 
• ^ Barron’s Financial Weekly, September 16, 1935, pp. 5, 6. 
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hemisphere. Canada was the most important single debtor country, our 
investments there being slightly larger than those in the whole of Eimope, 
and considerably larger than &ose in South America. Germany was our 
largest debtor in Europe. It will also be noted that in Canada and South 
America our direct investments exceeded the portfolio investments, 
whereas in Emope the opposite was true. 


Table 47. — The Geographical DisTRiBimosi of the Private Loxg-teru Foreigh 
I iriTESTMENis of the Ukited States at the BEGDn.iXG of 1035 

' (Source: Barron's Financial Weekly, September 16, 1035, pp. 5, 6) 


Area 

Direct 
Investments 
(in millions) 

Portfolio 
Investments 
(in millions) 

Total 

Investments 
(in millions) 

Canada 

Ktirope * 

$3,120 

1.479 

855 

$1,780 

2,391 

43 

$ 3,900 
3,870 

898 

Central America and Mexico 

South America 

West Indies 

1,546 

975 

1,394 

135 

2,940 

1.110 

131 

Africa 

129 

0 

Asia 

433 

400 

833 

Oceania 

156 

252 

403 


Total 

$7,693 

125 

$0,397 

$14,090 

Add: Bank capital 

Deduct: Net repurchases by foreigners 

1,100 

975 



Net Total 

$7,818 

$5,297 

$13,115 



The Rapid Changes Since 1935.— The position of the United States in 
the field of international loans and investments has been changing rapidly 
since 1935, and the net result has been a large fiow of capital funds to this 
country. This movement had as its origin a number of economic and po- 
litical factors in the United States and elsewhere. In 1936 and 1937, im- 
proved business conditions in the Um’ted States led citizens of foreign 
countries to invest in American stocks and bonds. Disturbed economic 
and political conditions in France after 1935 resulted in a fiight of capital 
funds from that country, and a large part of these funds came to the 
United States. The devaluation of the belga in 1935 and of the franc in 
1936, together wth other difficulties of the gold-bloc countries, was ac- 
companied by a movement of short-term funds to the United States. Other 
large quantities of short-term funds moved here as a result of the Eu- 
ropean political and war crises of 1938 and 1939. 

The statistics of the period from January, 1935, to September, 1939, 
indicate that American banks and brokers reduced their funds held in 
foreign countries from $1,234,000,000 to $532,000,000. On the other 
hand, the funds held by American banks and brokers for foreign cus- 
tomers increased from $679,000,000 to $3,195,000,000. Foreign holdings 
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of stocks and bonds of the United States increased from $2,089,000,000 
to $3,200,000,000, while American holdings of foreign dollar bonds were 
reduced from $5,296,000,000 to $3,950,000,000. Since it required a flow of 
only $677,000,000 to the United States to reduce our holdings of foreign 
bonds by $1,346,000,000, it is clear that these securities were disposed of 
at prices which averaged about 50 per cent of par. In September, 1939, 
foreign-owned direct investments in the United States amounted to 
$2,435,000,000, while direct American investments in foreign lands totaled 
$ 7 , 100 , 000 , 000 . 

The net creditor balance of the United States was changed by these 
developments so that, by September, 1939, it amounted to only $2,752,- 
000,000. At that time, the long-tenn investments of the United States in 
foreign countries amounted to $11,050,000,000, while our short-term in- 
vestments abroad totaled $532,000,000. On the other side of the ledger, 
foreign long-term investments in the United States were $5,635,000,0^00, 
and short-term foreign investments here were $3,195,000,000.® The move- 
ment of capital funds into the United States continued throughout the 
remainder of 1939, and in 1940 there was an additional net movement of 
some $2,500,000,000 into this country.® Hence, as of the beginning of 1941, 
our short- and long-term obligations to other countries just about equaled 
their short- and long-term obligations to us. 

The Functions of Foreign Investments.— Foreign investments in the 
United States consist, to a considerable extent, of short-term funds which 
have been sent here temporarily for safekeeping, while our investments 
in foreign lands are almost all of the long-term variety. Therefore, the 
United States still has a substantial creditor position, if only long-term in- 
vestments are considered. When normal world conditions are restored, 
a large part of the foreign short-term funds now held here will probably 
be withdrawn, and the United States is likely to extend her creditor po- 
sition. However, while our accounts are temporarily in balance, it might 
be well to reexamine the functions- of foreign investments and our general 
position with relation to such investments. Despite our mistakes of the 
past, there are legitimate functions to be performed by foreign invest- 
ments. They aid in developing new countries and backward areas. Thus 
they facilitate the extension of international specialization, or division of 
labor, and make for an increase in world production, markets, and trade. 
Foreign investments also contribute to the maintenance of an interna- 
tional financial system, based on the gold standard. They help to smooth 
out temporary (hsequilibriums of imports and exports, to distribute the 

® These statistics for the 1935-39 period are from A. Maffry and P. D. Dickens, 
"The Balance of International Payments of the United States in 1939,” reprinted from 
the Suroetf of Current Business, February, 1840, Washington, Government Printing 
Office, 1940. ® 

^Survey of Current Business, February, 1941, p. 55. 
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world’s gold supply among the nations, and to stabilize foreign exchange 
rates. They are, or might well be, a tie binding the nations of the world 
together. 

V Our past uptakes in making foreign loans and investments are fairly 
obvious. We have bought risky, high-interest foreign bonds from isstiing 
governments already overburdened with-public and private obligations 
to other countries. We have bought the bonds of countries which were 
notorious as graveyards for foreign investments, and as defaulters on their 

. obligations. In short, we have loaned to foreign governments when we 
would never, as private business men, have extended credit to prospec- 
tive domestic borrowers under similar conditions. We have been willing 
to piuchase the securities of foreign companies with high-sounding names 
without any real knowledge of their financial condition, present business, 
and future prospects. Undoubtedly, there is a certain glamour about a 
foreign investment, but glamour scarcely compensates the investor for 
the loss of principal or interest, or both. Even our direct investments 
abroad have sometimes indicated poor judgment, if nothing worse. How- 
ever, these mistakes may be merely those of a country inexperienced in 
investments, and may conceivably be avoided when we are more expe- 
rienced. 

Our Future Policy.— As we have said, the United States is likely to re- 
appear as an international creditor once the present unsettled world con- 
ditions become stabilized, but there is grave question whether we should 
make a serious attempt to extend our creditor position in the future. 
Under certain conditions, an extension through new loans and invest- 
ments might be economically 'svise and beneficial. One of the most im- 
portant of these conditions is a modification of our tariff policy. To make 
large new loans and investments abroad, while maintaining our old high 
taifiSF pohcy, would be decidedly unwise. If we did this, the new loans 
and investments would for a time make it possible for this country to 
ejq)ort heavily while importing lightly. Eventually, however, the annual 
payments to be received on accoimt of old loans and investments would 
exceed, by a large sum, our new aimual loans and investments, and the 
safety of our creditor position would be gravely endangered. Surely, in 
the light of experience, we should realize that we must not extend our 
creditor position tmless we are willing to accept the responsibilities of a 
mature creditor nation, which include the lowering of tariff duties and 
the acceptance of an import balance of trade. 

Another essential conation, if we are to extend oiu: creditor position, 
is an improvement in foreign investment judgment and standards. Our 
investors must learn that a poor investment is not sound merely because 
it is made outside the United States. They should xmderstand that foreign 
investment is always lislqr, and in appraising prospective foreign invest- 
ments should apply standards which are even more severe and rigid than 
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those applied to domestic investments. Possibly our federal attempts to 
control the activities of investment bankers, as described in Chapter 35, 
wall improve the quality of foreign securities offered to our investors. 
Investors in foreign securities and properties must also be given to under- 
stand that they invest at their own risk and that the United States govern- 
ment in no sense guarantees the safety of these investments, or of those 
who administer them. 

The extension of our creditor position should wait upon die stabiliza- 
tion of monetary systems and of foreign exchange rates among the na- 
tions of the world. Private foreign investment will probably remain at a 
standstill until prospective investors know, with a fair degree of certainty, 
at what rate the earnings of foreign properties can be converted into dol- 
lars, and what the dollars will be worth when they get them; and until 
they are assured, further, that some foreign dictator will not destroy the 
value of their investments by taking over the direct control of properties 
or forbidding the payment of interest on foreign-owned bonds. If we feel 
that internal economic conditions make it imperative for the United States 
to continue to use a managed currency, so that the dollar has no fixed 
value in terms of foreign currencies though it may have a stable purchas- 
ing power at home, the prospects of om* making large new foreign loans 
and investments of a private character may be anything but bright. 

While we have not been making large new private loans and invest- 
ments abroad for some time, the federal government of the United States 
has made large war loans to foreign countries. Under the terms of the 
Lend-Lease Act of 1941, we have sent armaments, materials, and supplies 
to Great Britain, China, Greece, and other countries which have sought 
our aid in fighting aggression. The total amount of aid ’that will be given 
under this Act is indefinite, but will undoubtedly run into many billions 
of dollars. The means by which these advances may be made and repaid 
are highly flexible under the Lend-Lease Act, and the new debts are not 
likely to be so formal in character as those of the first World War. In 
view of our experience with the old war debts, it would seem more realis- 
tic to regard these new advances as gifts than as collectible loans. 


1. What is meant by an “export of capital”? 

2. How does a persistent net outflow of capital affect the foreign exchange 
market? How does it affect international trade? 

3. What are the economic effects of a persistent net inflow of payments on 
the long-term capital account? 

4. In what respect did the international financial position of the United States 
change between 1914 and 1919? Between 1919 and 1930? Explain. 

5. How were the first World War debts created? 

6. “The war debts to the United States differed from other international 
debts in some respects.” Do you agree? If so, why? 

7. Describe the war debt funding agreements, and the several “settlements” 
of the reparations Question which occurred, prior to 1930. 
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8. Was it economically possible for the debtor countries to make the aimual 
payments required by the war debt funding agreements? 

9. “Some of the most important influences affecting the willingness of the 
debtor countries to pay the war debts were considerations of an ethical or 
moral nature.” Describe and evaluate these considerations. 

10. In what respects did our war debt funding agreements discriminate as be- 
tween the several debtor countries? 

11. “The war debt pa}’ments and reparations payments were closely connected, 
in a practical sense.” Explain. 

12. Could the United States have received the war debt payments under a 
continuation of her traditional tariff policy? Explain. 

13. Show how tlie necessity of receivinglarge anm^ payments on account of 
private loans and investments abroad complicated me problem of receiving 
the war debt payments for.the United States. 

14. “The fact that war debt and reparations payments were made and re- 
ceived, prior to 1930, indicates that they could have been made and 
received after that date.” Do you agree? Explain. 

' 15. Explain carefully die significance of the private foreign loans and in- 
vestments made by the United States between 1919 and 1930. * 

16. “Since 1930, the creditor position of the United States has virtually dis- 
appeared.” Explain. 

17. 'S^at happened to the war debts after 1930, and why? 

18. Distinguish behveen "direct” and “portfolio” investments. 

19. Wiy did tlie actual value of the private foreign loans and investments of 
the United States decline after 1930? 

20. Show how certain developments from 1935-39 affected the creditor posi- 
tion of the United States. 

21. What are the functions' of foreign investments? Explain. 

22. 'N^Oiat grave mistakes have we made in the past in the field of foreign 
investments? 

23. Under what conditions might we consider it economically wise to extend 
our international creditor position in the future? 
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CHAPTER 42 


THE ECONOMIC INTERDEPENDENCE OF NATIONS 


Many puzzling economic problems have arisen from the fact that popu- 
lation tends to expand while the amount of land, including in this term 
all natural resources, is fixed. Well over a hundred years ago, when 
Thomas Robert Malthus was formulating his statement of the tendency 
of population to outrun the means of subsistence, it appeared that the 
population of Great Britain and other countries had nearly reached the 
maximum which could be supported. The present population of Great 
Britain, however, is about four times that which had appeared so large 
at the beginning of the nineteenth century, while -the population of the 
world as a whole has approximately tripled in the same period of time. 

Industrialization ano - Economic Interdependence 

In fact, at the very time that Malthus was yvriting, a movement was 
under way which was to go far toward affording a solution for the dif- 
ficulties which he saw and feared, although the solution brought with 
it new problems, among which is that discussed in the present chapter. 
The movement referred to was the speedy growth of industrialization, 
and its early events were so spectacular that it has long been called the 
Industrial Revolution. 

The Case of Great Britain.— It is a well-known fact that a country of 
given size and resources can support a much larger population through 
industrialization than through agriculture. Great Britain, for example, 
had great difficulty in providing food for her relatively small population 
a century or more ago. In recent years, however, she has been able to 
support many more people on a considerably higher standard of living. 
This has been accomplished by getting from other parts of the world 
one-half to two-thirds of her foodstuffs, as well as large quantities of 
other basic materials, such as petroleum, copper, lead, wool, cotton, sul- 
phur, aluminum, zinc, rubber, manganese, nickel, chromite, tungsten, 
potash, phosphates, antimony, tin, mercury, and mica.^ The chief eco- 
nomic activity of Great Britain, apart from the mining of coal, has been 
manufacturing. The manufacturing industries have provided enough 

^ P. T. Ellsworth, International Economics, New York, The Macmillan Company, 
1938, p. 504. 
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goods to supply the domestic market, and still leave a large surplus 
to be exported in payment for heavy imports of raw materials and 
• foods. 

German Industrialization and Dependence.— The industrialization of 
Germany has developed since the formation of the German Empire in 
1871. Since that time, Germany has experienced a growth of more than 
SO per cent in population,® the concentration of large masses of the peo- 
ple in urban districts, the development of a wide variety of manufacturing 
industries, a tremendous expansion in foreign trade, and the formation 
of many large business combinations, or cartels. These changes made it 
possible for the increased population of the country to enjoy a higher 
standard of living than prevailed in former years, but this progress was 
obtained at a cost. That is, Germany in pre-fascist days was dependent 
upon other countries for a fifth or more of her food, including as much 
as half her total consumption of fats, and for large quantities of indus- 
trial materials as well. She has had abundant domestic supplies of coal, 
nitrates, and potash, and less adequate supplies of iron ore, lead, and 
zinc, but has had to import all or almost all her petroleum, copper, sul- 
phur, aluminum, cotton, wool, rubber, manganese, nickel, chromite, 
timgsten phosphates, antimony, tin, mercury, and mica.® 

The Position of the United States.— Economic self-sufficiency is prob- 
ably most nearly realized in the Urrited States, but even this coimtcy is 
dependent upon others for a wde variety of essential products. As the 
industrialization of the United States has become more complete, the 
trend in our imports has been more and more toward raw materials and 
foods and away from manufactured products, while the latter have be- 
come an increasing part of our exports, replacing raw and semi-finished 
goods. The United States can produce all the coal, iron ore, petroleum, 
copper, lead, sulphur, cotton, zinc^ phosphates, and mica she needs; is 
less well supplied with nitrates, aluminum, wool, and mercury; and must 
import rubber, manganese, nickel, chromite, tungsten, potash, antimony, 
tin, and other essential raw materials.® We are at least partly dependent 
upon other countries for tea, spices, coffee, tobacco, wood pulp, hides, 
silk, jute, hemp, sisal, quinine, and iodine. 

The Problem of Economic Interdependence.— As we have_seen, it has 
been decided in many cotmtries that the economic welfare of their large 
and gro\ving populations could best be cared for by placing their chief 
economic reliwce on manufacturing. This has made it necessary for these 
countries to look to other lands for large quantities of foodstuffs and raw 
materials for manufacturing, both because no country is sirited for pro- 

® Statements in tliic introductory section, relating to population and resources, 
describe the situation which prevailed prior to Germany’s attempt to establish a 
“New Order” in Europe. 

* P. T. Ellsworth, International Economics, p. 504. 
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ducing all essential materials for itself, and because in many of fhem 
the soil cannot be made to furnish sufficient food to provide for the needs 
of the very dense populations. At the same time, markets for large quan- 
tities of manufactured products must be found in other countries, so that 
payments for the incoming foodstuffs and raw materials can be made. 

Large-scale production has become the rule in the industrial coun- 
tries a nd has made possible the realization of many economies. On the 
other hand, ho'wever, it has required large investments of capital and 
has brought heavy fixed costs, which make it imperative that the indus- 
tries be operated continuously and as dose to full capacity as possible. 
This, in turn, has made it necessary that die flow of raw materials be am- 
ple and constant, and that markets be ever available in which the prod- 
ucts of indusby can be sold. The dependence of the nations of the world 
upon each other for raw materials and markets, and their struggles to 
obfain and to retain control over these materials and markets, constitute 
the problem of the economic interdependence of nations. 

The Quest for Colonies and Concessions 

With several nations undergoing a process of rapid industrialization at 
one time and realizing more and more keenly the need for foreign mar- 
kets and importations of raw materials and foods, it is not surprising that 
these countries cast many a covetous eye at the more backward areas of 
the world, which seemed capable of furnishing markets and materials, 
and possible homes for surplus populations. However, the needs of die 
industrial countries were so urgent that tliese nations declined to leave 
the development of backward areas to chance or to a competitive strug- 
gle between the rivals. Instead, each country sought to reserve areas for 
its exclusive colonial development. This does not mean that all colonies 
have been established because the modier countries needed foods, 
materials, markets, and relief from population pressure, for many other 
motives— sentimental, religious and political— have led to colonization. 
It may safely be said, however, that these economic needs were a 
major factor in the struggle for colonies which marked the last few 
decades before the first World War. 

Results of the Search for Colonies.— As so often happens in economic 
and other contests, the most advantageous positions in the colonial field 
were taken by the early comers. The process of industrialization began 
first and developed most rapidly in England, and it forced an early recog- 
nition of the need for outside sources of food and raw materials, as well 
as for outlets for surplus population and manufactured products. The 
securing of colonies was considered to be the simplest means of satisfy- 
ing these wants, and through colonization the British Empire was made 
to grow by leaps and bounds. It is today, if considered as an economic 
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colony. Preferential tariffs exist, or have existed, between Spain and her 
colonies, Portugal and her colonies, France and some of her colonies, and 
within the British Empire. 

Preferential duties, however, are not always on imports. Preferential 
export duties are often applied to raw materials, and are a menace to 
amicable trade relations between nations. The purpose of such duties 
may be in part to encourage shipping and trade, but it is primarily to 
stimulate industry in the mother country by furnishing it witli’ raw ma- 
terials upon favorable terms. A preferential export duty is simple in ap- 
plication. A certain amount is collected for each unit of the raw material 
exported, and a part or the whole of this amount is given back if tlie 
destination of the export is die mother country, or if it can be shown diat 
the next process in die utilization of the material will be or has been per- 
formed in the mother country or another colony. 

One example of a preferential export duty is that of India on untanned 
hides and sldns. In 1919 an export duty of 15 per cent was applied to 
these articles, and a rebate of two-thirds of this amount was allowed on 
exports to be tanned widiin the British Empire. Tliis preferential duty 
affected American tanners adversely, aroused much resentment, and 
caused considerable trade to be diverted to odier markets. The duty was 
changed in 1923 so that it affected all countries equally. 

As has been said, preferential tariffs are often ineffective because even 
the preferential rates are so high that little advantage is given to the coun- 
try that is nominally favored. To the extent tlrat a real benefit, is con- 
ferred, ill feeling and retaliation by otlier countries are likely to result. 
The President of the United States, for example, has the power to im- 
pose additional duties on or even to exclude products coming from any 
country which discriminates against our commerce. 

Assimilated Tariffs.— When tlie tariff policy of the mother country 
toward the colonies is that of assimilation, discrimination against other 
countries is complete, for under this polity the colonies are made a part 
of the mother country for tariff purposes. Tliis means that colonial raw 
materials, which are subject to an export tax when shipped to other coun- 
tries, pass to the mother country without interference. At the same time, 
both colonies and mother country may send goods to each other witliout 
fear of import duties, while goods from other countries attempting to 
enter either mother country or colonies run up against the tariff wall of 
the mother country, within which the colonies are included. The policy 
of assimilation has been applied by the United States to Puerto Rico, 
Hawaii, and Alaska, and by France to many of her colonies. 

Protectorates.— When industrial nations have deemed it impossible or 
unwise to secure complete control over a backward area through coloniza- 
tion, they have been able at times to accomplish some of their ends 
through the development of protectorates. A protectorate exists when one 
state, usually by treaty, gives to another and stronger state a considerable 
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world has been particularly keen since tlie importance of petroleum in 
the operation of warships and otlier ocean vessels, as well as in its many 
uses on land, has become apparent. Access to adequate oil resources now 
appears to be almost a matter of national life or death. Great Britain, 
besides being closely affiliated \vith tlie Royal Dutch-Shell oil interests 
and insisting that the Turkish Petroleum Company’s operations shall be 
British-controlled, owns a majority of the shares of the Anglo-Persian Oil 
Company.® This company has a blanket concession which gives it con- 
trol, until 1961, over die oil resources in all of Persia except five northern 
provinces. It also owns in part tlie Burma Oil Company, which is promi- 
nent in the Burma field where the British have a monopoly. Concessions 
for die development of the oil resources of Mesopotamia have changed 
hands several times. These resources have been exploited by a British- 
controlled company, witli American and French oil companies partici- 
pating. 

The Nedierlands is directly interested in the Royal Dutch-Shell group, 
which has a practical monopoly of petroleum production in die fields of 
the Dutch East Indies, as well as important concessions in South and 
Central America. IVhile die government of die United States is not so 
directly interested in American oil companies as are die governments of 
Great Britain and die Nedierlands in dieir respective companies, it is 
neverdieless true that our government is much concerned over the dif- 
ficulties experienced by American companies in gaimhg a foothold in 
die newer oil fields which hold much of the oil supply of die future. 

The development of many of die important mineral resources of the 
world has taken place under concessions. In China, Mexico, and Latin 
America, concessions have been granted for the exploitation of min- 
erals by outsiders. Tlie rich resources of Central Africa, which include 
copper, gold, diamonds, tin, iron, bauxite, and many other minerals, are 
also being developed under concessions of enormous size, held-cliiefly by 
companies under the control of Belgian and British capitalists. 

Modern Imperialism.— The international struggle for raw materials, 
markets, and outlets for surplus population is not a thing of the past, for 
we have recently had examples of imperialism. Some industrial nations 
are still trying merely to obtain economic control over areas that are eco- 
nomically backward, but others are apparently ready and willing to 
annex, or control politically, any areas which they can seize. 

In September, 1931, Japan overran Manchuria and Jehol Province in 
China, and soon acquired control over some 865,000 square miles of ter- 
ritory, much fertile agricultural land, mineral resources, and a population 
of 30 to 34 million people. Later, die area was set up as a nominally inde- 
pendent state under the title of Manchukuo, but there can be no ques- 

«C. K. Leith, WorM Minerak and World Politics, New York. McGraw-Hill Book 
Company, Inc., 1931, pp. 87, 88. 
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lion that it had become, in effect, a Japanese province. Ag ain in 1937, 
and presumably because of an anti-Japanese “incident,” Japanese armed 
forces invaded China and have since conquered large additional sections 
of the country. According to Japan, her activities in China were purely 
defensive, but this is clearly an attempt to dress up the wolf of impe- 
rialism in sheep’s clothing. The Japanese attacks on the Philippine and 
Hawaiian Islands, British Malaya, and the Dutch East Indies, as well as 
the occupation of Fren^ Indo-China and Thailand, in 1941 and 1942, 
indicate that Japan’s lust for power was far from satisfied by her gains 
in China. 

In October, 1935, Italy undertook to “protect” Italian lives and prop- 
erly from the “barbaric” Ethiopians, and to avenge certain “border out- 
rages” which had proved humiliating to the national honor of Italy. By 
May, 1936, she had conquered the whole of Etliiopia in “self-defense,” 
and annexed the area to Italy. This conquest brought Italy an area of 
850,000 square miles, with a population of 10 millions and extensive 
agricultural and mineral resources. A little later, Italy found it neces- 
sary, for similar reasons, to conquer neighboring Albania, securing an 
additional 17,500 square miles of territory and about a million people. 
Her gains in Ethiopia were •wiped out in 1941, when the British succeeded 
in driving the ItaUans out of that area. 

Imperialism, 1939-41 Model.— Far more extensive are Germany’s terri- 
torial gains since 1939. Deprived of her colonies imder the Versailles 
Treaty, and wth her ■vital foreign trade ■virtually ruined, Germany under 
National Socialism has risen in her military might to seize food, raw ma- 
terials, markets, and “living room” in general. By actual military conquest 
or by intimidation, Germany has brought Norway, Denmark, Belgium, 
thq Netherlands, Austria, Czechoslovakia, Hungary, Roumania, Bulgaria, 
Yugosla^via, Greece, much of France and Soviet Russia, Poland, and 
some smaller areas under her dominion. For some purposes at least, Ger- 
many may be said to control the “unoccupied” portion of France. If she 
could retain all of the regions over which she has gained formal control, 
her area would be increased by more than a million square miles, and 
her population by several hundred million people. 

The Results of Imperialism 

In general, we must conclude that the results of imperialism have been 
unsatisfactory. Nations have gained much by industrialization and by 
drawing upon other parts of the world for food, raw materials, markets, 
and relief from population pressure, but they have gained little throu^ 
their attempts to reach these ends by annexation or similar measures. In 
support of this conclusion, let us examine in turn the advantages which 
nations are supposed to derive from their colonies or other controlled 


areas. 
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Relief from Population Pressure.-In many cases, the colonies acquired 
by industrial nations have served but poorly as outlets for surplus popu- 
lation. As one writer puts it, Italy exhausted herself for many years be- 
fore the first World War to obtain colonies, but when in 1914 the war 
broke out there were only 8000 Italians in all of her African colonies-a 
smaller number than lived within a radius of quarter ol a mile of 
Cherry Street, New York City, and only two per cent of the Italian popu- 
lation of the State of New York® He suggested tliat, if Italy had both 
control over Ethiopia and freedom of immigration to the United States, 
500 Italians would come here annually for every one that went to 
Ethiopia. 

Germany’s experience was similar, according to this writer. By 1914 
she had only 22,000 German colonists in her 900,000 square miles of 
African colonies, and only 2000 more in all the rest of her colonies. At 
the time, there were more than 24,000 Germans between 80th and 90th 
Streets on Manhattan Island, and 25 times as many in New York State. 
Japan, at a cost of 300,000 men, won South Mandmria from Russia in 
1905. Twenty-five years later there were only 200,000 Japanese in tliis 
territory, or fewer ^an were killed in tire war, and only one-third of the 
annual increase in the population of Japan. 

There is considerable evidence to show that the inhabitants of ad- 
vanced countries are much more likely to move to other independent 
civilized countries than to their own colonies. Many colonies acquired 
by nations in recent years are almost uninhabitable for the people of 
these nations, or are already densely populated by natives. Even when 
conditions in the mother country and colony appear to be fairly similar, 
it is often difficult to stimulate emigration. Thus, the Japanese declined 
to emigrate to South Manchuria because of lower standards of living 
there, because the climate was somewhat more rigorous, and because 
their favorite food, rice, could not be grown readily in all parts of the 
colony— and this despite the expenditure of large sums by tire Japanese 
Oriental Development Company to encourage emigration. Of course, 
some nations acquired colonies long ago which were more suitable for 
colonization, but most of the recently acquired colonies have failed to 
attract large numbers from the mother countries. 

We may also note here the fact that the nations which, in the last few 
years, have talked most and loudest about the pressure of population and 
the need for room to expand— such as Italy, Japan, and Germany— are not, 
after all, unusually densely populated. Before entering upon their cam- 
paigns for expansion, these three countries had a population of 133, 135, 
and 140 persons, respectively, to die square kilometer, while Holland, 

Peffer, "The Fallacy of Conquest," Harpet^s Magazine, January, 1936, 

ppf 129--136* 
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England, and Belgium had 232, 264 and 266, respectively." There were,’ 
to be sure, some difiEerences between these countries in dieir per capita 
holdings of arable land and natural resources. But it is hkewise true 
that those countries which complained most about population pressure 
seemed to go out of their way to increase this pressure by attempting 
to raise the birth rate. 

Food and Raw Materials.— The value of colonies as sources of food and 
raw materials has been somewhat greater than their value in providing 
relief from population pressure, but even here it is easy to overestimate 
their importance, ^^^e access to raw materials is vital to industrial na- 
tions, it should be remembered that colonies do not grant monopoly 
privileges, but merely give the mother countries first claim upon such 
materials, plus some profit from their exploitation. Very seldom do the 
colonies of any one country have anything approaching a complete mo- 
nopoly over an important raw material or resource; and even if they 
should have exclusive control, the abuse of such monopoly power would 
almost surely lead to retaliation by other nations. Control over raw ma- 
terials is of little use to an industrial country unless it has markets for its 
manufactured products, and these depend upon the development and 
efficiency of its industries. If a country is so efficient industrially that it 
can command foreign markets, it can usually secure its raw materials and 
foods more cheaply by purchasing Rrem in the world markets than by 
conquering and developing colonial sources of supply. 

Indeed, individual industrial countries have seldom foimd themselves 
discriminated against in the matter of access to foods, and raw materials, 
except in times of war. Colonies often favor the mother countries in such 
matters, but usually furnish these products to all other industrial nations 
oii equal tenns. At times, the control of the raw materials of colonies has 
made things difficult for all industrial nations save the mother country, 
but not for any country in particular. But, it may be asked, are not 
colonial sources of supply important in time of war when other sources 
are cut o£F? The answer is that such sources of supply are of little value 
at such times unless the mother coimtry controls water or land routes to 
its colonies, and such control is often exceedingly difficult to maintain. 

Markets.— Colonies are of some value as markets for products of the 
mother coimtries, but here again their importance is easily exaggerated. 
Colonial trade is often captiured by foreign countries which have the 
special advantages of unusual efficiency or of favorable location with 
respect to the colonies. We may dte, by way of e.\ample, the im-oads of 
the Japanese textile industries upon the trade of the British colonies. 
Moreover, colonies in their original state are of little use as markets for 
the modier country; and an economic and industrial development which 

" The Economist, London, England, April 18, 1936. 
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would enable them to buy extensively from the mother country is likely 
on the contrary to make tliem better able to supply tlieir own needs. 

This point is iUustrated by the fact that, by 1934, Japan was already- 
reported to be uneasy about tlie development of new industries in Man- 
chukuo which had begun to compete effectively with similar industries 
in Japan. Low wages in Manchukuo were said to have given diat coun- 
try advantages in the production of iron and steel, flour, soya bean prod- 
ucts, and brewery products. Japan was particularly disturbed over 
plans for new cotton and wool mills in Manchukuo.® In any case, the 
extent of colonial trade would be difficult to underestimate. In 1934, 
England’s trade with her colonies, except those which are wholly or 
partly self-governing, amounted to only 10 per cent of her exports and 
7 per cent of her imports, while Germany’s colonial trade in the pre-war 
years of 1912 and 1913 amounted to but 6/10 of one per cent of her 
exports and 1/2 of one per cent of her imports.® 

The Question of Concessions.— Concessions obtained by industrial na- 
tions in regions which are not politically controlled often appear to be 
economically justifiable. They may permit the development of backward 
regions, while retaining a considerable degree of control for, and bring- 
ing in some revenue to, the conceding government. To avoid contro- 
versy, they should be given for definite periods of time and for well- 
defined areas only, with adequate safeguards for the nations granting 
the concessions. It is particularly important, moreover, that they be 
granted according to the principle of tlie “open door.” 'That is, the people 
of different nations should all have opportunities to obtain these privi- 
leges. When concessions are inexactly defined, and unequal opportunities 
are given to the people of different nations, international rivalry is stimu- 
lated and bitter diplomatic conflict often results, which may at any time 
lead to more serious international conflict. The United States has often 
been involved in trying to protect American concessions and conces- 
sionaires in backward areas from hostile treatment by the governments 
of these regions, or from the depredations of bandits or revolutionary 
elements. We have at times landed our marines and engaged in actual 
combat with armed forces which presumably endangered the safety of 
our properties and citizens, and have taken over or supervised the revenue 
systems of backward areas in order to safeguard our interests. Such ac- 
tivities are, of course, dangerous from the international point of view. 

Final Estimate of Imperialism.— In general, then, the fruits of imperial- 
ism have not come up to expectations. Often the policies of industrial 
nations in backward areas have failed to bring these nations the ex- 
pected economic advantages. And when successful in this respect, tiiey 
have frequently led to international friction and ill feeling, and to the 
development of retaliatory policies and devices. Doubt and fear pervade 

® The Economist, London, England, June 9, 1934. « Ibid., April 18, 1936. 
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the atmosphere in a world where the distribution of wtal supplies of food 
and raw materials is left to such instruments as discriminatory tariffs, 
imperialistic policies for rmdeveloped areas, and monopolies and controls 
of raw materials. Moreover, .international resentment is likely to lead 
nations to substitute a suddenly destructive course of action for one 
which is only gradually destructive of economic welfare. In other words, 
economic warfare may give way to military warfare, probably to the 
lasting detriment of all of the nations concerned. 


The Control of Raw Materials by PRonuaxo Nations 

Though our discussion has related specifically to the attempts of in- 
dustrial nations to control sources of supply, we must not overlook the 
fact that the areas producing food and raw materials have themselves 
taken a hand in playing the game of restrictionism. While raw material 
controls have sometimes apparently been set up by groups of individuals 
or companies in the producing areas, it is usually true that the govern- 
ments of these areas are genuinely, even if indirectly, interested in the 
proceedings. 

The Conditions for Control.— The effective control of a raw material by 
producers is possible only if certain necessary conditions are met. In the 
first place, the commodity should be one which originates largely in a 
single coimtry, although control has sometimes been made effective 
through the cooperation of t\vo or more producing coimtries. Again, the 
material should be capable of being stored over considerable periods 
of time "wnthout deterioration, so that it can be wthheld from the market 
indefinitely if necessary. Thirdly, the principal demands for the material 
should come from prosperous areas where the burden of rises in price 
. which may occur not be likely to stir up trouble for the controllers. 
Finally , the material should be such diat new sources of supply caimot 
be developed except over, a considerable period of time. Of course, if the 
commodity is a mineral which occurs almost entirely in a single area, 
potential competition is not much to be feared. Among vegetable prod- 
ucts, however, those most easily controlled are commodities such as 
_ coffee and rubber, in which competition can develop only over the period 
of six or seven years which is required to bring a plantation into profitable 
operation. 

The Purposes of Control.— The principal object of the control of most 
raw materials is revenue for both the government of the producing 
country and the indiwdual producers of the goods in question. The gov- 
ernment usually obtains its revenue through an export tax on the raw 
material. Such a tax is likely to be particularly heavy when the country 
has a virtual monopoly of the desired good, for then the burden of die 
tax will tend to be paid by the users abroad. Occasionally such a control 
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•will take the form of a governmental monopoly, and in such cases the 
revenue for the government is derived from the enhanced prices >vhich 
the control permits. 

The revenue for the producers of the raw material comes from the high 
prices which they can charge when the production or marketing of the 
material is regulated under the control scheme. The participation of the 
government in the plan may run all the way from the mere collection and 
dissemination of iiiformation or the development of a plan for coopera- 
tion by the producers, to the passage of legislation for the restriction of 
output or the maintenance of prices. At any rate, die operation of control 
plans has often resulted in- greater profits for the producers, or has at least 
permitted them to avoid losses which might otherwise have occurred. 

Since these controls are almost never used by industrial nations, but 
are instead the product of regions which are economically undeveloped, 
a third purpose of control is sometimes present. This is to protect and 
encourage Ae domestic industry utilizing the raw material in question. 
Of course, the most common method of protecting an industry is to im- 
pose an import duty on the finished product. The same result, however, 
may be reached, especially when the raw material is largely located in 
one country, by insuring, through a control plan including an export 
tax, that the users of this material abroad will receive it on less favor- 
able terms than domestic manufacturers. At times there appears to 
be no intention of building up an industry in the region producing the 
raw material. In such cases, if the region is a colony, the manufac- 
turing industry in the mother country is often fostered instead by 
means of a rebate of a portion of the export tax applied to the raw 
material. 

The Control of Raw Materials by Producers.— The various raw mate- 
rial controls may be divided into foiu: groups, according to the degree 
to which the government of the producing country is interested in the 
plan. In some cases the control is left for the most part to the producers, 
with the government taking an indirect interest in the proceedings. An 
example has been the Chilean control of nitrates. Some form of nitrogen 
is essential in die production of fertilizers, dyes, drugs, and explosives. 
For many years the only large source of nitrates was the deposits of 
sodium nitrate in Chile, and the producers have long been organized for 
the control of this important material. 

Their organization was called the Chilean Nitrate Producers’ Associa- 
tion, and it controlled the production, sales, and prices of 'over 90 per 
cent of all sodium nitrate sold throughout the world. Tlie policy of the 
Association has been, in general, to charge as high prices as die traflBc 
would bear, and they have certainly been well above those which might 
have been expected to prevail under conditions of competition. Earnings 
on invested capital amounting to 25 to 50 per cent and higher have 
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been reported." The Association has also restricted production whenever 
it has been deemed necessary. 

The Chilean government has manifested its interest in the industry 
in many ways. In 1919 and 1921 it approved the statutes of the Associa- 
tion, and it has assisted in bringing producers into the Association. The 
government has been represented by four members out of .the ei^teen 
on the Associations board of directors, and has assisted the industry 
through reductions in railroad rates and exemptions from import duties 
on the bags used in shipping nitrates. Nevertheless, the participation of 
the government in this control has not been so direct and ob%ious as in 
other cases in which raw material controls have been prowded for by 
legislative enactment and governments have bought up and wthheld 
supph’es of raw materials from the market It is also true that the hea\y 
eq)ort duty imposed upon nitrates by the Chilean govermnent has been a 
great burden on the industry at times. This duty has usually amounted 
to a third or a half of the export value of the nitrates. Though its incidence 
has probably been in part upon the producers, a large part has also been 
borne by the consumers, many of whom are in die United States. One 
writer states that this duty over a period of years has cost American 
consumers about ten million dollars annually." 

Competition between Chilean nitrates and nitrogen from oflier sources 
became keen in 1927. Manufactured nitrogen, obtained from the air by 
a process of “fixarion,” is the principal source of this competition. Con- 
ditions became so serious in 1929 that a three-sided agreement was made 
between the Chilean Nitrate Association and English and Cerman pro- 
ducers of synthetic nitrogen products. This combination controlled prac- 
tically all nitrogen production for a time, and attempted to regulate pro- 
duction, divide up markets, and fix prices according to the best interests 
of the parties in control However, the combination was less successful 
than the Chilean Nitrate Association of earlier years. One reason was 
that the United States developed facilities for producing large quan- 
tities of nitrogen, and could meet her requirements completely in case 
of ^ergency. 

Raw Material Control by Legislative Enactment.— The se\'ere depres- 
sion in the rubber industry following the first W'orld W'ar, and the failure 
of attempts to promote voluntary cooperation among the growers, led 
to the passage of legislation in British Malaya and Ceylon in 1922 which 
has come to be known as the Stevenson Restriction Act The purpose of 
die Act was to bring back proq)erity to the rubber growers by raising 

“B. B. WaDace and L. R. Edminster, International Control of Raw ilaterials, 
Washington, Brooldngs Ihslitation, 1930, p. 50. - _ . 

“W. S. Culbertson, “Raw Materials and Foodstuffis in the Conunercid Pohaes 
of Nations,” in Annals of the American Academy of Political and Social Science, 
Manh, 1924, p. 80. 
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prices through the restriction of exports and control of production. The 
operation of the Act was somewhat complicated. Each plantation was 
assigned a “standard production” based upon its production for 1920, 
with allowance for new areas. “Standard production” for most estates 
probably ran around 80 to 85 per cent of capacity. Exportation at tiie 
TninimiiTn rate of export duty was permitted to each plantation up to a 
PPrt-nin percentage of standard production. For greater amounts, the 
export duty became so heavy as to prohibit exports, for all practical 
purposes. The percentage of standard production which could be ex- 
ported at the TTiiniTmim rate of export duty varied as the price of rubber 
in London oscillated about a “fair price” per pound. 

The Stevenson Act had the effect of restricting the output of rubber, 
at least temporarily, and also encouraged speculation in rubber. It was 
successful in stabilizing conditions in the industry and in bringing pros- 
perity by raising prices, but just how much credit for the rise in prices 
should go to the Act and how much to other factors is not apparent. 
At any rate, the spot price of rubber in New York rose from a low of 
13.9 cents a pound in August, 1922, to the high mark of $1,048 a pound in 
•November, 1925, and then fell to 18 cents in December, 1928.“ During 
this period, immense profits were made by the rubber producers. Divi- 
dends for British rubber companies, which had ranged between 6 and 
12.5 per cent in 1923 and 1924, varied between 17.5 and 55 per cent in 
1925 and 1926. One estimate has it that this raw material control cost 
the United States about $540,000,000 from 1924 through 1926.“ Part of 
this extra cost was home by the manufacturers of rubber articles in this 
country and part was passed on to consumers. 

The decline in the price of rubber after 1925 was the result of several 
forces. The anxiety of American industrial consumers over future sup- 
plies of this raw material was to some extent alleviated; world production 
of rubber was steadily increasing, especially in non-British areas where 
the control did not apply; and the demand for crude rubber was lessened 
by means of the greatly increased use of reclaimed rubber. The Stevenson 
Act aroused a chorus of protest, with the United States as chief protestant. 
The Act was finally repealed in 1928, when it became evident that it 
had outlived its usefulness. This does not necessarily mean, however, that 
all plans for the control of rubber are at an end. 

Control Through Government Aid to Producers.— Probably the best ex- 
ample of this type of control was the Br azilian control of coffee. This 
plan was provided for by legislative enactment, but it differed from the 
control of rubber in that direct financial aid was given by the govermnent 
to the coffee growers. After three successful “valorizations” of coffee, dur- 
ing which coffee was bought up and withheld from the market and re- 

L. R. Edminster, International Control of Raw Materials, pp. 

Xooy lo9. 

“ Ibid., pp. 212, 213. 
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strictions were placed upon its export and the planting of new trees, a 
plan for the “permanent defense” of co£Fee was adopted. The law pro- 
viding for such defense was passed in 1922, but the national government 
\vithdrew in 1924 and the measures for the protection of coffee were put 
into operation by the State of SSb Paulo (which produces 70 per cent of 
Brazil’s output of coffee) in 1925. Control was placed in the hands of the 
Institute for the Permanent Defense of Coffee, which was composed of 
five members. 

The main purpose of the permanent defense was the stabilization of 
prices through the regulation of the amount of coffee coining on ffje 
market. The State of Sao Paulo owned an extensive system of warehouses 
in which some 8 million to 12 million bags of coffee could be stored imtii 
market conditions permitted their sale. Planters were required by la». 
to turn over all their coffee to the warehouses of the In^tute, and at 
times were able to get as much as 75 per cent of its market value as a 
loan from the government Funds for loans to the planters and for gen 
eial expenses were obtained both by borrowing and by taxation. 

By these methods it was possible for the Institute to maintain a high 
level of prices for some time. Until 1927 no great accumulation of coffee 
in the warehouses took place because world consumption was keeping 
pace with production. Beginning with the bumper crop of 1927-28, how- 
ever, production far outstripped consmnption, and prices coxild be main- 
tained at anything like a satisfactory level only by amassing a tremen- 
dous surplus of coffee in the warehouses of the Institute. It was expected 
that by the middle of 1930 this reserve would be only just short of the 
amount annually consumed in the world. The strain proved too much 
for the credit of the Institute, and the price of coffee collapsed late in 
1929. All Brazilian banks were in dire straits because of frozen assets, 
and the situation was saved only by obtaining an immense loan from 
abroad. 

Following this emergency, control of the coffee situation was again 
taken over by the Bra^an government. In 1931, an export tax payable 
by the exporter was imposed on coffee, and the proceeds were used 
to buy up and destroy considerable quantities of low-grade coffee. This 
program ^vas continued on a larger scale in 1932. In 1933, the coffee 
crop was imusually large and the government decreed that planters 
must turn over 40 per cent of the crop for destruction, at a price covering 
approximately the direct (variable) costs of production.^ In 1937, the 
government abandoned its attempt to control the prices of exported 
coffee; and, though the price fell, sales increased by more than enou^ 
to offset price decline. In 1938 and 1939, the planters gave up 30 per 
cent of the crop for destruction; and 25 per cent was destroyed in 1940. 
Coffee sold to die government for destruction w'as paid for at the very 

J. W. F. Rowe, Markets and Men, New York, The Ma cmillan Company, 193Q 
pp. 4S-46. 
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low rate of 2 milreis (10 cents) per bag. The State of S3o Paulo also 
bought cofFee for destruction in 1940, and it was hoped that the quantity 
of new coffee placed on the market would be reduced from 20,000,000 
to 11,500,000 bags, as a result of the two programs.^ 

Control by Governmental Monopoly.— It is only a step from control 
through a governmental plan, with public funds and facilities, to control 
by gnvp.mTnp.ntal monopoly. An example of the latter type of control 
is the Japanese camphor monopoly. Camphor is at present used chiefly 
for the making of celluloid, and the moving picture industry is conse- 
quently dependent upon it. Camphor is also an important element in the 
manufacture of pyroxylin products, including non-breakable or shatter- 
proof glass. 

The monopoly control of camphor has been carried on with a dual 
purpose. It was desired, of course, to bring in revenue for the govern- 
ment, and it was hoped that the domestic manufacture of refined camphor 
and camphor products would be encouraged. The Japanese govemmenit 
has complete control of the industry. No one can go into the forests to col- 
lect raw camphor by distillation of the wood of the camphor laurel tree ex- 
cept operators licensed by the government. Thus both the quantity to be 
produced and that to be sold at home and abroad are arbitrarily de- 
termined. In addition, the government sets both the price for the sale of 
camphor and the price to be paid to the operators who collect it. 

The monopoly was quite successful, for a time, in maintaining high 
and profitable prices. The price of camphor doubled 'within two years 
after the establishment of the monopoly, and prices were well main- 
tained in the face of constantly growing production and sales. The power 
of the monopoly to set a high price has been greatly weakened in recent 
years by the competition of synthetic camphor. This product can be 
widely substituted for the natural camphor, and is even preferred for 
some purposes. Its production on a commercial scale at reasonable cost 
has resulted in a modification of the price policy of the Japanese monop- 
oly. 

Control by an Embargo on Exports.— More drastic even than monopoly 
control of a food or raw materi^ is an embargo on the export of some 
material. Probably the example of an embargo of this kind which comes 
most promptly to American minds is the C anadi an embargo on pulp- 
wood. The object of such a restriction is not, of course, to bring in 
revenue for the government or to enhance the prosperity of the producers 
of the material, but rather to stimulate the growth at home of the in- 
dustry which uses the raw material under restriction. For this purpose^ 
an embargo may be very useful, but its effect upon a similar industry 
abroad may be serious. 

The important restrictions were imposed by the provincial govam* 

“ Commercial and financial Chronicle, May 18, 1940, p. 322S. 
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ments rather than the Dominion government, and varied from one prov- 
ince to another. They were' unanimous, however, in imposing embargoes 
on the exportation of pulpwood taken from crown lands. Sometimes^the 
■restrictions applied partially to pulp as well. .At any rate, they made 
it necessary for pulpwood to be turned into pulp or even into paper be- 
fore it could be exported. These embargoes have been a source of great 
amdely to die American paper industry, especially in the East. Our 
domestic supply of pulpwood has in many districts become entirely in- 
adequate, nor can it be rnoved for long distances to be manufactured 
because of the great cost. Many of our paper mills are dependent upon 
Canadian sources for much of their pulpwood, and if the embargoes 
should be eidended to apply to pulpwood from all Canadian lands or to 
require the manufacture of woods into paper before exportation, serious 
results in this country might be expected. It is true, however, that the 
restrictions appear to have accomplished dieir purpose in Canada, for 
her exports have changed more and more from pulpwood to wood pulp 
and finished paper. 

The Results of Raw Material Controls by Producing Countries.— These 
types of controls over raw materials have sometimes accomplished the 
desired results, and ag^n they have not. On fhe other hand, they have 
been resented by countries that .need these raw materials, suffer rmder 
fhe burdens imposed by tire controls, and visualize a time. when they 
may be cut off wholly from their raw material supplies. Like the measr 
ures used by imperialistic nations, raw material controls are a potent 
source of international friction and ill will. 

' ‘ International Raw Material Controls.— In many cases, the atternpts of 
individual nations to obtain high prices for raw materials have been un- 
successful. This lack of success has usually resulted from increased pro- 
duction of the natural material or the development of synthetic sub- 
stitutes. In recent years, international combinations or cartels haye sought 
to control the production, marketing, and prices .of foods and materials. 
International combinations, in-. their several fields, have been able to con- 
trol the following percentages of -the world output of certain materials: 
Copper, 95 per cent; bismuth, 90 per cent; zinc, 97 per cent; copra, 80 
per cent; and whale oil; 80 per cent“ These are but a few examples from 
a long list which includes steel,* aluminum, potash, cement, dyes, mer- 
cury, tin, rayon,- and rubber combinations. • 

Several advantages are claimed for international combinatioiis.' They 
are said to reduce &e number of middlemen and the cost of their services; 
to eliminate cross-hauling, the imnecessary payment of import duties, and 
dumping; and. to cut down advertising and selling expenses. However, 
the usual results of successful international combinations are restricted 
production, high prices, and large profits. 

Encyclopedia of the Social Sciences, vok xiii, p. 131. 
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■ Future Prospects of Goods Control 

The National Approach.-We have yet to consider what can be done 
about the problems resulting from the economic interdependence of 
nations. In general, little success seems likely to attend the efforts of any 
one nation to deal individually with these problems. The United States, 
for example, can do little when confronted by an international cartel 
which controls a material that we are unable to produce, or by a preferen- 
tial tariff designed to .exclude us from colonial markets— for the activities 
to which we take exception are carried on outside llie jurisdiction of tliis 
country. 

. Action has sometimes been faken in the United States to try to im- 
prove the- raw material situation, but little has been aceomplishcd. Con- 
gressional investigations have been conducted and occasionally funds 
have been appropriated to promote the production in - this country of 
materials which have been subjected to' control' by foreign countries. 
When public denunciation of some type of control has been particularly 
vigorous, the Department of Justice has brought suit against the Ameri- 
can agents of foreign monopolies in the attempt to restrain their activities, 
but the suits have seldom been successful. The government has also been 
instrumental in preventing in tliis country the flotation of loans for the 
benefit of foreign material and food controls, but these loans have never 
failed of flotation in some other country or countries. 

• The principal nationalistic alternative to sudi feeble attempts at relief 
is retah'ation, with control matched against control and restriction against 
restriction. As we -have seen, however, retaliation is a dangerous policy. 
It almost never helps solve tire original problems but, on the contrary, 
complicates them. There is no nation so strong tliat it can bring economic 
pressure to bear upon other nations without fear 'for itself, or so rich in 
economic resources that it can be highly prosperous witliout placing a 
considerable amount of economic dependence upon otlicr nations. If 
each nation carried the control of foods, raw materials, and markets to 
the nth degree, the result would be the destruction of international ex- 
changes, and economic disaster for all. 

The International Approach.— In strict tlieory, it should be possible to 
solve the problems of the economic interdependence of nations tlirough 
international cooperation. An approach of this kind might require the 
distribution of foods and raw materials by an international organization. 
That is, the ownership of the raw materials and foodstuffs of the worl 4 
could be vested in a cental organization which would distribute tliem 
equitably among the -nations. A system similar to this was used' during 
the first World War, but it would be difficult to get the nations to agree 
to it in times of peace. A second difficulty would be to build up a work-' 
able distinction between raw materials and other products. Most trouble- 
some of all, however, would be the formatibn of principles pf equitable 
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distribution, and decisions as to prices to be charged, when the total 
supplies of certain materials were concentrated in the hands of this 
central organization. These obstacles might not be insuperable, 'but it 
appears that a more helpful and comprehensive approach to this problem 
is available. 

This approach is based upon an understanding of the principles of 
economic interdependence,, and the benefits of free trade. Politically, the - 
world consists of. many units called nations, but for economic purposes 
the world should be regarded as a -single unit. Cooperation among the 
national political units is essential if the economic welfare of all peoples 
is not to suffer. Under a plan of genuine cooperation, industrial nations 
would be assured access to foodstuffs and raw materials on terms of 
equality, and an opportunity to offer their products for sale in strictly 
competitive markets throughout the world. The benefits from free trade 
as outlined above would be greater and more cheaply seciired than any 
gains which might possibly accrue from the adoption of imperialistic 
policies and adventures in restrictionism. 

Past Progress.— Very little has been accomplished, since the first World 
War, in the way of bringing about international cooperation in these 
matters. To be sure, a diplomatic conference held at Geneva in 1927 
produced a Convention for the Abolition of Import and Export Prohibi- 
tions and Restrictions. This agreement was signed -by eighteen nations, 
which were later joined by .the United States. These nations contracted 
to abolish, mthin a period of six months after the agreement went into 
effect, all import and export prohibitions and restrictions and prom- 
ised not to impose them in the future. The convention did not apply 
simply to limitations of raw materials and foods, but to all kinds of re- 
strictions, with the exception of import and export duties, and measures 
calculated to protect the public health and other vital national interests. 
However, the weakness of any agreement which does, not deal with im- 
pbrt and export duties is obvious. 

National Economic Self-sufiSciency.— At die present time, there is little 
prospect of securing international cooperation in economic matters. In- 
deed, the general movement has been away from such cooperation in 
recent years. Not only have the nations in generm erected obstacles to 
international trade and exchange, as we have seen, but some have worked 
feverishly to attain national economic self-sufficiency. We shall examine 
this subject when we discuss the economic policies of Italy and Germany 
—two leaders in the movement toward national economic self-sufficiency. 


1. What has been the relation between population growth and industrialua- 
tion? 

2. How have industrialization and the development of large-scale production 
led to economic interdependence among nations? 
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3. “The United States is economically self-suffidcnt and need not depend 
on other countries for her economic welfare.* Do you agree? 

4. Why have colonies been sought by the great industrial nations? 

5. \\^t two tarifF policies have nations commonly adopted in connection witlr 
their colonies? Distinguish carefully between Uiem. 

6. Wbat is the difference behveen a colony and a protectorate? Between a 
protectorate and a mandate? Explain. 

7. What are concessions? Of what importance are concessions in our modem 
economic world? 

8. “Imperialistic adventures of nations were confined to the last century and 
.have not been Imown in retent years.” Do you a^ee? Explain. 

9. Have colonies generally been helpful to industrial nations in affording 
reb'ef from population pressure? Explain. 

10. How important have colonics been to industrial nations as sources of 
foods and raw materials? Explain. 

11. "Colonies have usually solved the mother countries’ problem of landing 
markets for manufactured products." Discuss. 

12. How have imperialistic policies affected the relations between industrial 
nations?. 

13. Why have controls over raw materials been instituted by many countries 
producing raw materials? Explain. 

14. Under what condidons are these controls most likely to succeed? 

15. What has been the basis, in tlus chapter, for classifying controls exercised 
by producing countries over raw materials? 

16. Give an example of each type of raw material control. 

17. What have been the results of controls bver raw materials by producing 
countries? 

18. Why has tlie national approach to Uie problems of the economic inter- 
draendence of nations been both ineffective and dangerous? 

19. What difficulties are involved in tlie plan for the international distribution 
of raw materials? 

20. What progress has been made in the .past toward the solution of tljc prob- 
lems created -by the economic interdependence of nations, and what are 
the present prospects of solving these problems tiirough international 
cooperation? 
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CHAPTER 43 


PUBLIC EXPENDITUEES AND. PUBLIC BOBRO^VING 




“CovERNiiENT,” it has been said, “as .a form of social organization, has. 
developed because, in die long runi it has afforded the means of sup- 
plying men wth certain services more eflBciently and more economically 
than these could have been supplied by each for himself.” ^ All economic 
systems of the present day are marked, to a greater or smaller extent, by 
division of labor. Each individual performs a single function, or a limited 
number of functions, and trusts to others to furnish him wth the wde 
variety of commodities and services which he does not produce for him- 
self. In the case of some'seryices it seems the part of \visdom to look to 
the government for a more satisfactory performance than could be ex- 
pected from private individuals or companies. The delegation of the pro- 
vision of such services to and their performance by the government may 
be viewed simply as a part of division of labor. 

The Nature of Governmental -Functions.— These functions which are - 
performed collectively rather than by indiwduals are of several kinds. 
Some services, such as furnishing protection or maintaining law and 
order, would be very difficult, if not impossible, for the citizen to perform 
for himself. Others that could be and sometimes are carried out by 
private companies are often turned over to the government in the hope 
that they wffl thus be performed more efficiently or cheaply. Examples 
are the provision of water and electricity by municipalities. Stfll other 
fimctions must be performed by the govermnent, if they a*re to be done 
at all, because an individual’s share in the resulting benefits is so small 
or so long deferred that he would not be moved by self-interest to under- 
take them himself. The establishment of institutions for dependents and 
defectives may be cited as an example. Even when an activity is left in 
the hands of private indiwduals, the government is often called upon 
to exercise a restrictive and regulatory infiuence. Thus we have a Pure 
Food and Drugs Act, a Sherman Anti-Trust Act, and other legislation 
designed to protect the interests of the public. The exact nature of .the 
individual governmental functions will become apparent as we discuss 
the expenditures of federal, state, and local governments. 

H. L. Lutz, Puhlic Finance, New York, D. Appleton-Century Company, Ihc., 
1936,p. 1. 
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Governmental Functions and Expenditures. — Tlie functions of tliese 
governmental units, though tliey differ in many particulars, are alike' in 
one respect. They all involve the expenditure of funds. There has bepn a ‘ 
marked tendency for public expenditures to increase during the past few 
decades, not only in the United States but in other countries, and for both 
the national and other governmental units. By public expenditures we 
mean the disbursements by die several governmental units in the per- 
formance of the functions intrusted to them. Many students of the ques- 
tion feel that the increasing activities and expenditures of governments 
constitute a problem of vital importance to eveiy individual. Tlie prob- 
lem in connection with pubhc expenditures is to decide to what extent 
we may best satisfy otfr desires by the collective utilization of our re- 
sources, natural and human, ‘rather than by leaving to private individuals 
the task of providing certain commodities and services. Tliat is, we must 
consider how large a part of our real incomes we wish to receive col- 
lectively rather than individually. For the purpose of convenience in dis- 
cussion, however; we shall deal with die problem in terms of money. 

Incbeases m Pobuc ExPENnrrunES 

Expenditures of the Federal Government.— Let us consider, in the first 
place, the increase in public expenditures in' the United Stales and 
the nature of these expenditures in recent years. The expenses of our' ' 
federal government increased from $517,000,000 in 1903 to $725,000,000 
in 1913, $3,437,000,000 in 1928, and $12,774,000,000 in 1941.= The increase 
from 1903 to 1941 was 2371 per cent. However, even die enormous ex- 
penditures of 1941 were smaller than those of some years of .the first 
World War, well below the estimated expenditures of $22,269,000,000 
for 1942, and very modest indeed when compared widi die 1943 federal 
budget of $58,927,992,300 presented to Congress by President Roosevelt 
in Janu^, 1942. 

Of the regular expenditures of the federal government, die largest 
single item is for protection (national defense), past, preserit, and future. 
The expense for national protection amounted to 39 per cent of the 
total expenditures in 1928, or 80 per cent if the expenditures for debt 
redemption and interest are included. The use of the larger figure might • 
be justified on the ground that our national debt was large chiefly because 
the federal government, in certain past years, furnished protective serv-. 
ices at a more rapid rate than could be covered by die ordinary govern- 
mental revenues of diose years. 

In 1941, as we see in Table 48, direct expenditures for national defense 
amounted to $6,048,000,000, or almost half the total expenditures of 

the Secretly of the Treasury, 1928, Washington. Govenmieht Printing • 
Office, 1929, p. 418, and press release of the Treasury Department, July 2, 1941. 
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ture; $1,285,000,000 for the Work Projects Administration, and $393,. 
000,000 for’ ’the Civilian Conservation Corps and National Youth Ad- 
ministration,- were carry-overs _ bf certain depression activities of the 
government. Still other expenditures, such as $423,000,000 for the. Social 
Security Board and $51,000,000 for the Tennessee Vall^ Autliority, w?re 
for projects which, though undertaken during the depression, were not 
depression activities. The cost of maintaining Ae ordinary departments of 
government and of operating other regular agencies of the government 
amounted to only '10 per cent of total expenditures in 1941. 'Total fed- 
eral expenditures in 1941 amotlnted to about $97 per capita. 

Expenditures of State Governments.— The state governments of the 
United States sp'ent a total of $182,000,000 in 1903, $379,000,000 in 1913, • 
$1,889,000,000 in 1928, and $3,433,000,000 in 1937.® The increase from 
1903 to 1937 was 1786 per cent. As we see in Table 49, state expenditures, 
in 1937 were largely for purposes which have been traditionally classed 
as “developmentar and which are also called “general social welfare”, 
activities. Items included are expenditures on highways, health and 
sanitation, charities, hospitals, corrections, schools, libraries, recreation, 
and the development and conservation of natural resources. Expenditures 


Table 49. — ^ExPENDirnHES of State Govebnments in 1D37 
(Source: The American Yearbook, lOiO, p. 250) 
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Schools 
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Total Expenditures 

$3433 ' 

100.0 



for general government and for the protection of persons and property 
were not large. Those for interest and capital outlays, while large, .are 
not really a part of ordinary governmental expenditures for maintenance 

• of C!ommerce, Bureau of Foreign and Domestic Commerce, Sfatis- 

itcal Abstract of the United States, 1935, Washington, Goveminehl Printing OfBce, 
1935; and The American Yearhopk, 1940, New York,- Thomas Nelson & Sons, 1941, 
p. 256. 
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and operation. In the five years from 1932 to 1937, the e.\penditure for 
charities, hospitak, and corrections increased most rapidly. Expenditures 
for highways and sdbools also increased considerably. State expenditures 
in 1937 amounted to over $26 per capita. 

Expenditures of Local Governments.— It is difBcult to obtain accurate 
estimates of the total expenditures of locsil governments because of the 
great complexity of diese governmental units. However, we may get an 
idea of the trend in local expenditures by examining those of a group 
of 146 cities for which the United States Bureau of the Census collected 
statistics in the past. These cities spent a total of $514,000,000 in 1903, 
$912,000,000 in 1913, and $2,952,000,000 in 1928. The increase during 
this period of t\yenty-six years was 474 per cent.* Statistics for this group 
of caties are no longer collected, but in 1938 die 94 largest cities of the 
United States spent a total of $2,752,000,000. In Table 50, we see that the 
e:q>enditures of these city governments are similar to those of the state 
governments. As might be expected, expenditures for. general govem- 


Tablb. 50.— Exf£Xditcbis .of 94 Labgest C iTiia of the TTmted States cr 1938 
(Source: Financial Statislia of Cilict, 1938, 1941} 


of Expenditure 

Amount Spent 
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ment, protection of persons and property, and health and sanitation are 
somewhat heawer for city than for state governments, while the reverse 
is true of expenditures for highvi’ays and cdiarities, hospitals, and cor- 
rections. The percentages of expenmtures for education are about equal 
for both types of governments. 

■ Reactions to Increases in Public Expenditures.— The great increases in 
public expenditures in this countr)' have not esc»p^ attention. The dis- 

■* Department of Commerce, Bureau of the Census, Financial Statistics of Cities^ 
1928, Washington, Government Printing Office, 1931, p. 31. 
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cussions of citizens, the speedies of politicians, and the editorials of our 
daily newspapers have dilated upon the astounding costs of government, 
the incompetence of public officials, and the prevalence of extravagance, 
graft, and the ‘misuse of public funds. The arguments advanced at hear- 
ings of tax commissions, and the admonitions of men in high office, have 
dwelt upon the dangers of rapidly growing public expenditures. 

The protests against the increase in public expenditures became in- 
creasingly bitter in the depression years after 1929. We were told that 
government was the fastest growing of our manyindustries, and that all 
would soon be government employees, if the numbers of those working 
for the government continued to increase. We were warned that increas- 
ing public expenditures make for an intolerable burden of taxation, and 
that, indeed, the current burden would be well-nigh unbearable if all our- 
public expenditures were made with funds derived from taxation.' The 
taxes collected by federal, state, and local governments in 1940 amounted 
to about $109 per capita,® or roughly one-fifth of the per capita national 
income, and these tax revenues failed by several billions of dollars to 
cover the total expenditures of these several governmental units. Since the 
beginning of the national defense program in 1940 the expenditures of the 
federal government have increased much more sharply, but criticisihs-of' 
these later increases have been far more restrained than the attacks on 
depression expenditures. 

Causes of Increases in Pubuc Expenditures 

Increase in Population.— Among the more obvious causes of larger pub- 
lic expenditures in this country is the steady increase’ in the number of 
persons for whom governmental services must be performed. This growth 
in population, even if it called for nothing more than a duplication of 
.existing govenmiental machinery, would bring about at least a propor- 
tional expansion in expenditures, unless it were found possible to render 
governmental services on the basis of mass production, with a .decreasing 
cost per individual served. Unfortunately for pur hopes in this direction, 
the performance of functions by the- various governmental organizations 
seems to be subject to a law of increasing rather than decreasing costs; 
that is, an increase in the number of individuals cared for often involves 
a greater than proportional increase in the cost of rendering the services 
in question. 

Not only does the performance of a given number of functions for 
an increasing number of persons ‘bring with it an increase in the costs 
of government, both absolutely and per capita, but in addition it often 
happens that a growth in population causes an expansion of the needs 
which it appears necessary or wise to satisfy collectively rather than 

® Chicago Tribune, March 26, 1941. 
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individually. A gro\vth in the population of a cityj for example, usually 
brings about an expansion in the number of functions to be performed 
by (say) the police department, -and does not mean simply tiiat the same 
functions will be peifonned as before, though for a larger number of 
persons. This explains .why the financial statistics of cities show a fairly 
steady per capita increase in -public expenditures, as ‘we pass from the 
smallest cities to the largest. 

Changes in General Prices.— Changes in the general price level and 
the purchasing power of money constitute another cause of the growth 
of public expenditures. The general price level in the United States was 
slightly higher in 1913 than in 1903, and was much higher in 1928 than 
in either of these two other years. The price level in 1941 was lower than 
in 1928, but higher than in the other years mentioned. The national, state, 
and local governments, in order to render the services expected of them, 
must be able to obtain materials and supplies, and in general to gain 
access to the frctors of production much as does any business man. The 
governments, in other words, must enter into competition with private 
individuals and corporations for the use of the necessary agents of pro- 
duction. Hence, when the prices of goods and productive factors rise, 
government^ expenditures must increase also, even though there is no 
change in the number -of-functions performed, or in the intensity \vith 
which they are carried on. Part of. the increase in public expenditures 
since the turn of the century has been nominal rather than real, repre- 
senting, it is true, the handling of more dollars, but not the expenditure 
of greater piurchasing power. However, after making all allowances for 
changes in the purchasing power of money, fljere still remains a very 
large gro^vth in public expenditures to account for. 

. InefiBciency in tire Appropriation of Public Funds.— A factor which 
ranks high in the popular mind as a caiue of increasing public expendi- 
tures is carelessness and extravagance in making appropriations for 
various purposes, combined wth a lack of business methods, if not down- 
right corruption, in the administration of public funds. Actually these 
e'i^ can scarcely be an important cause of increasing public expenditures 
unless they themselves tend to increase in severity through time, but they 
may be an ever-present reason why public expenditures are greater than 
they need to be in view of the functions performed by governments. 

The appropriation of funds with' which to cany on die functions of the 
various governmental units in the United States is in the hands of elected 
representatives, that is, members of national and state legislatures and of 
city councils. Under our political system it often happens that the quali- 
ties which make it possible for a man to be' elected to such an ofiBce 
are not those \Vhich will make him an expert in administering the duties 
devolving upon him. Public expenditures are determined, as- a result, 
largely by men who lack tr ainin g in economic principles and an under- 



248 ' ' ECONOMICS: PRINCIPLES AND PROBLEMS 

standing- of economic problems. As a consequence, appropriations are 
often made in a haj^hazard and piecemeal fashion, some being entirely too 
small and more being disproportionately large, with each individual ap- 
propriation quite unrelated to any sum which might be regarded as an 
appropriate total. 

Some improvement in, this situation has taken place in recent years, 
since many of the governmental units, including the federal government 
itself, have adopted budget systems. A budget does' a-fford some check 
upon appropriations, and it fixes to a certain extent the responsibility for 
them. However, it seems evident ‘with each passing Congress that the 
evils mentioned above have not been completely eradicated. Indeed, it is 
likely that they cannot be eliminated until some change takes place in .the 
attitude of large numbers of citizens toward tlie appropriation and ex- 
penditure of public funds. 

The Popular Attitude Toward “Public Money.”— The democratic form 
of government assumes that most voters will be intelligent and socially 
minded; that is, that they will know how best to serve their own interests 
and those of others, and that they -will be sufiiciently unselfish to take into 
consideration -the broad social interests rather than tlieir own personal 
gain. One is tempted to doubt that this assumption is well-founded, es- 
pecially when one observes the attitude of some persons toward the 
funds of the federal government. Many people seem to regard the federal 
treasmy as a vast reservoir into which flow mysterious but inexhaustible 
streams of wealth. It appears to such people that the problem in con- - 
nection with the treasury is not one of economy in appropriations and 
expenditure, but rather that of seeing to it that their particular district or 
locality receives its full share of the funds— or more than its share, if 
possible. Representatives in the national legislature are conceived of by 
their .constitutents as agents of their district, whose duty it is to insist 
that an appropriate portion of governmental funds shall be diverted in 
its particular direction. Representatives are instructed to "bring home 
the money or don’t come back.” 

The only way a representative is likely to be able to get through, 
for his district^ an item in the appropriation bill is by enlisting the sup- 
port of other members by promising to vote -for the favorite projects of 
these members, or, in other words, by engaging in what is commonly 
called logrolling” or “back-scratching.” Examples of this practice are 
to be found in the river and harbor bills, the public buildings bills, the 
army and navy bills, and in most of our recent tariff bills. Scrambles for 
federal funds have been apparent in connection with the public works 
and relief programs of the Roosevelt administration. It may be noted, 
also, that those who complain loudly about. federal extravagance and 
waste often grab vigorously at whatever federal funds are to be had. 
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The probability of obtaining scientific • and economical appropriations 
and expenditures in the face of such processes and attitudes is small. 

Wastes in the Administration of Public Funds.— In .the administration 
of governmental funds, ‘as well as in the appropriation of such funds, 
undesirable practices may be noted. It is difficult to obtain proper ad- 
ministration of offices and funds, even given the best of efforts and in- 
tentions, when the holding of such offices is dependent upon the' vagaries 
of political, fortune. It is true that under our Civil Service Laws we have 
some slight modification of the old-fashioned “spoils system,” under which 
appointments to government positions were generally regarded as a 
legitimate part of the fruits of victory at the polls; but there is still a 
high rate of “turnover” in offices which must be characterized by security 
of tenure if efficiency is to prevail. Certainly, the folly of electing by 
popular vote officials who are to hold positions requiring technical knowl- 
edge and training should be apparent to everyone. 

Though there -are many public officials in the employ of the various 
governmental units who serve faithfully and well for modest salaries, it 
must be admitted that there are others who expend public funds in a 
wasteful and extravagant manner. This waste may take a variety of 
forms. In some cases the payrolls are padded— that is, more persons are 
employed than are needed to carry on the functions of government, and 
menibers of an administrator’s family are often placed in appointive posi- 
tions. Sometimes the quantities of supplies and equipment purchased are 
unnecessarily large, or the prices paid are unreasonably high in view of 
the quality obtained. Again, contracts may be awarded to those who 
have not submitted the most favorable bid for the work in question. We 
do not mean, of course, that only in governmental hands are funds waste- 
fully expended, for much waste occurs also^ in private business expendi- 
tures. 

The Expansion of Governmental Functions.— But after- due allowance 
has been made for growth in population, changes in the price level, and 
other matters, there still remains a large increase in public expenditures to 
be accounted for. An explanation can be made largely in terms of the 
continually growing number of functions being performed by federal, - 
state, and local governments. This expansion of functions in turn has 
been largely the outcome of tivo closely related and interwoven factors— 
die great and pressing economic problems which have developed as our 
economic system increased in size and complexity, and a growing con- 
viction that social welfare can and should be advanced by collective ac- 
tion .through the government. 

Economic Problems and Public Expenditures.— With the development 
of our economic system, production has become highly specialized, 
roundabout, and large scale. The economy has become iijcreasingly de- 
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pendent upoh a smootlily functioning s)’stem of excliangc, and economic 
interdependence has increased greatly* As the economic system became 
larger and more complex, problems developed which se.cmcd to call for 
collective action. Their number is legion, and would include problems of 
money and banking, of public utilities, of monopolies, of agriculture, of. 
international trade, of economic insecurity, and of labor relations. Tlie 
attempts to deal witli these problems arc described in other chapters. 
At this point, we merely note that many of tlie problems cause distress 
to large numbers of people and demand governmental attention. In many 
cases the solutions have been governmental regulation, which has not 
involved large public expenditures tliough it has added greatly to the list 
of governmental functions. 

Otlrer Increases in Governmental Funetions.—But the functions of gov- 
ernment have increased for other reasons as well. State and local govern- 
ments spend large sums for highways and education. Tlicse expenditures 
make for the continued development of our people and their economic 
activities, and hence for the general welfare. 

Wlien die automobile was first introduced, highway construction and 
maintenance could be pro\’ided at a cost which would now seem re- 
markably low. However, tlie use of tlie automobile for pleasure has 
increased so rapidly tliat a car is at present regarded by .most families as 
a necessity, while its use for commercial purposes has grown almost as 
rapidly. TrafiGc on the main highways has become avlrcmely hca-vy, and 
the expense of constructing and maintaining macadam and concrete sur- 
faces which will support giant motor trucks is very high. 

As an economic system increases in complexity, it becomes more and 
more apparent that adequate preparation for one's life work is essential 
to the achievement of a high measure of success, and it becomes ex- 
tremely difBcuIt for a person to rise from tlie ranks if he depends upon 
his native ability unaided by occupational training. Also, as standards of 
living improve, greater educational facilities are demanded and obtained. 
For these and other reasons, we are at present attempting by collective 
action to provide everyone with a certain minimum amount of train- . 
•ing, and to assist as many as possible to pursue higher education. Since 
little or no effort is made to place most of our educational activities 
on a self-supporting basis, tlie cost in tlie form of public expenditures is 
large. 

There have been other large increases for hospitals, clinics, health 
and sanitation, recreation, and institutions for delinquents, dependents, 
and defectives. In the dreary days when the insane were left to “mumble 
in the chimney comer,” when tlie' feeble-minded were allowed* to roam 
at will and were merely regarded as a bit queer, when sickness or even 
plagues were thought to be marks of divine disfavor or of evil spirits 
rather than results of lack of sanitation, and each family was expected 
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to pay for its own medical attention or to go \wtIiout, governmental ex- 
penditures for such, purposes were not Targe. But nowadays we regard 
the satisfactoij' handling of these matters as vital to the public welfare, 
and undertake to provide for theni through" governmental agencies. Pro- 
vision of this Idnd is praiseworthy, but it is ^o expensive. 

Governmental Expenditures in Depression.— Hie relationship between 
economic problems and governmental expenditures is clearly seen in the 
expansion of governmental functions in the depression years following 
1929. The United States had many business depressions prior to 1929, but 
the e^lier depressions had been allowed to run their course, apparently 
on the principle that recovery attained in the “natural” maimer would 
be prompt and lasting. But in the post-1929 depression there was a wide- 
spread demand that the government take action both to promote recovery 
from the depression and to relieve the millions of unemployed and desti- 
tute. The response of government to -this demand resulted in greatly 
expanded functions and enormous public expenditures. 

The Provision of Relief for the Unemployed.— One important depres- 
sion activity was caring for the unemployed, numbering over 12 m^on 
persons at the. worst of the depression. Most of these people, if unas- 
sisted, would have been not only unemployed but completely destitute, 
lacking even those minimum resources necessary to keep body and soul 
together. With state and local governments apparently unable to handle 
the problem, the federal -government lent a helping hadd. Its activities, 
in behalf of the unemployed, through the Public Works Administration, 
the Ciyil Works Administration, the Civilian Conservation -Corps, the 
Work Projects Administration, and assistance given die states in providing 
"direct relief, have been very costly. From 1933 to 1941, inclusive, the 
total expenditures for unemployment relief were. about $18,000,000,000, 
or $26,000,000,000 if public works are included as a part of unemploy- 
ment relief.® 

Assistance to Agriculture.— American agriculture was in a critical con- 
dition following the first World War, and suffered still further losses dur- 
ing the depression. The agricultural problem and its treatment by the 
government ^vill be examined in Chapters 45 and 46, but we may note 
here that, the condition of agriculture during the depression was so seri- 
ous as to constitute a severe irag on general recovery, in addition to bein^ 
a difficult problem in itself. The- federal government, through the. Agri- 
cultural Adjustment Administration, the Farm Credit -Administration, the 
Commodity Credit Corporation, and other agencies, attempted to regu- 
late agricultural production, raise" the prices of farm products, refinance 
farm mortgages, and lend the farmers credit on their holdings of various 
crops. The expenditure for these purposes have been more tiian a-bil- 

^ Chicago Tribune, January 9, 1941; and a press release of the United States 
Treasury Department, July -2, 1941. 
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lion dollars in certain years, and totaled over $5,000,000,000 for the 
period from 1933 to 1941, inclusive.® ' 

Other. Depression Acftotftes.-Another project that involved hundreds • 
of millions of dollars was the Reconstruction Finance Corporation, which 
was designed to render financial assistance to railroads, banks, and other 
institutions. The federal government attempted to refinance the obliga- 
tions of home owners other than farmers. It also contributed $150,000,000 
to the Federal Deposit Insurance Corporation, which .was organized to 
give security to bank depositors. .Other depression activities of the federal 
government, which in most cases cost less than those already mentioned 
but formed important parts of the government’s program, included the . 
National Recovery Adrriinistration, which was intended to assist in the , 
rehabilitation of industry and business through self-regulation; the regu- 
• lation of the issue of new securities and of the activities of security ex- 
changes through the Securities and Exchange Commission under laws of 
1938 and 1934; the regulation of die public utility industry through the 
Securities and Exchange Commission and die Federal Power Commission 
under the Wheeler-Rayburti Law of 1935; the Tennessee Valley Au- 
thority; die Subsistence Homesteads Projects; the Emergency Housing 
Program; and the activities of the Federal Communications Commission, 
the Federal Alcohol Control Board, and the National Labor Relations 
Board. The administration of the Social Security Act through the Social 
Security Board has become a very expensive project. The monetary and 
banking activities of the government resulting from the depression have 
thus far been conducted at a net profit. • 

Though the above list of activities recendy carried on by the federal 
government is not complete, we have mentioned enough- items to indicate 
the great increase that has taken place in the number of functions per- 
formed by the federal government and, incidentally, in the number of 
federal -employees. It will be noted that we have not as yet attempted 
to evaluate or criticize the activities of the federal government, for we 
must first set up a criterion of the proper activities of government in 
general. 

Proper Acnvrruss of Government 

Our discussion has shown us that, except for allowances that must be 
made for such factors as changes in general prices, and extravagance and 
graft, the size of public expenditures depends upon the number and Cost 
of the services which the various' governmental units are called upon to 
render. Hence, in connection with the study of public expenditures, it is 
important to inquire how many functions' should be. assigned to the gov- 
ernment. Since many of the functions now performed collectively could 

®Ciifcago Tribune, January 9, 1941; and a press release of the United States 
Treasury Department, July 2, 1941. ,, 
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be derived in the aggregate from the new services rendered is in excess 
of the amount lost in the aggregate by having to give over tlie funds in 
question to the government. , ■ 

This principle should be modified to allow for the fact' tliat a direct 
comparison of .satisfactions is not always the one to be made. Funds may 
be spent and hence have to be collected in such amounts and such ways 
as. will indirectly have the rather serious effect of restraining or depress- 
ing business. For this reason the principle should be stated as follows: 
A government should collect and spend such an aggregate sum tliat tlie 
advantage in the form of satisfaction to be gained by any furtlier col- 
lections and expenditures wll not be sufficient to offset the disadvantage 
of loss of satisfaction, either direct, or indirect through tlie ill xjffects on 
business, by reason of turning the funds in question over' to the govern- 
ment. Furthermore, just as an indmdual attempts to distribute his in-: 
come among the various objects of expenditure in such a way as to make 
the last dollar spent for each purpose afford him as much satisfaction as 
could be derived from a like e.\-penditure for any other object, so too it 
might be desirable to have the aggregate amount of expenditure of the 
government split up among the several governmental activities in such 
manner that no money will be spent for one purpose which Would result 
in greater satisfaction if it were added to die sum to be spent for some 
other purpose. 

Difficulties in the Use of This Test.— It must bo admitted that this test 
for public expenditures has its disadvantages. It has often been said that 
satisfaction is a matter which each individual must decide for himself, 
and which as a consequence cannot be accurately measured by some indi- 
viduals for others. And yet, in applying this test for governmental activi- 
ties and expenditures, it ivill be necessary for us constantly to form an 
opinion as to whetlier the satisfaction to be gained from- a sendee to be 
rendered by the government will or will not e.\ceed the loss of satisfac- 
tion, direct or indirect, suffered by die various contributors supporting 
the government by turning over Ae necessary funds in the form of taxes. 
In addition, the application of the test will require an accuracy of estimate 
and a nicety of judgment which are not always possessed by diose who 
make decisions on questions of governmental activities and .expenditures. 
In spite of these objections, it seems that the considerations set fordi in 
the preceding paragraph are those which should be borne in mind in 
reaching such decisions. 

Inequalities of Wealth and Income and Governmental Expenditures.— 
Further conclusions of some importance may be reached by a consid- 
eration of the test for public expenditures. The sum total of pubh’c ex- 
penditures, according to this test, will* tend to be greatest in countries 
where there are great inequalities of wealth and incomes. This is par-, 
ticularly true if a system of progressive taxation is employed to collect 
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sons th&t, undcT ordinoty citcumstcncBS ond from tlio strictly economic 
point of view, war is an unwise and costly method of “settling” disputes 
between nations. Modem wars almost inevitably bring economic losses, 
and not economic gains, to all the participating nations. 

If the test of satisfaction is applied to fliis type of expenditure, fhere 
seems to be only one way. in which the test may.be stretched suflBciently 
to make it cover the activity. If the conditions of the world today, are re- 
garded as fixed, unyielding conditions to which we may react but which 
we cannot change, then preparation for war, and at times the actual 
waging of war, may be necessary. We do not want aggressor nations to 
be in a position to take our land and resources from us, or to destroy our 
institutions. To prevent such heavy losses, it may be worth while for us 
to bear the burdens involved in preparing -^pr and waging war. Thus, 
war may be the lesser of two great evils, even if it results in severe 
economic losses. On the other hand, from the point of view of the world 
as a whole the billions of dollars spent for wars and armaments in the 
past and present have been and are economic waste. There would be a 
greater sum total of satisfaction from the use of economic goods if the 
world were freed from military conflict. 

The Need for Our Depression Expenditures.— What shall we say of the 
depression activities of ihe federal government? Almpst any of ihem may 
be readily attacked from the individual point of view. That is, a person 
may condemn those activities which have raised or will raise his taxes and 
yet confer no direct benefits on him. From' a social point of view, how- 
ever, it is di£ 5 cult to condemn many of these activities outright. .The 
largest, and most severely criticized, depression expenditure has been for 
the 'maintenance of various governmental activities to provide work or 
relief for the unemployed and destitute. In so far as governmental as- 
sistance was. received by those who really needed it, it is hard to believe 
that these expenditures did not give more satisfaction to the recipients of 
the government’s aid than they took away, or will take away, from the 
taxpayers. However great the pangs suffered by those who have paid or 
must pay taxes to cover relief expenditures, they are doubtless less pain- 
ful than the pangs of death by starvation or exposure. 

Most criticisms of relief e^^penditures are probably partly justified. The 
administration may not have adopted the best methods of caring for the 
unemployed, and there has undoubtedly been some waste and graft in the 
administration of relief. It is probable that many workers on P.W.A. proj- 
ects have some private employment as well, and that relief funds have 
been used in some cases toward political ends. The receipt of governmen- 
tal assistance has undoubtedly weakened the morale of some persons and 
made them anxious to makc'a “career” of the W.P.A. or to retire oh relief, 
rather than to shift for themselves in private employment. But after all 
is said and done, these facts seem to be well established: ( 1 ) Large ex- 
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and its' debt has been mounting rapidly. It reached $40,440,000,000 in 
1939, after nine years of deficit financing of depression activities.® In 1940 
and 1941, witli heavy national defense expenditures added to an already 
unbalanced budget, the debt grew to $48,961,000,000, as is shown in 
Table 51. Estimates for 1942 called for total expenditures of- $22,169,- 
000,000 (including $15^500,000,000 for national defense), revenues of 
$12,500,000,000, and a national- debt of -about $58,000,000,000.® 


Table 61. — ^ExpENDirtmES, Re-i-enites, Deficits, and Pdblic Debt or the Feoehal 

Goveiinmcnx 1031-12 

(Sources: Daily Statement of Uic United States Treasurj’, June SO, 1011, and the Chicago 
Tribune, January 0, 1041, and July 3, 1041) 


Year 

Expenditures 
(Exclusive of Debt 
Retirement) | 

Revenues (Ex- 
clusive of Social 
Security Funds) j 

Deficits 

Public Debt 

1931 

$ 3,052,000,000 

$ 3,190,000,000 

$ 402,000,000 

$10,801,000,000- 

1932 

4,636.000,000 

2,000,000,000 

2,629,000,000 

19.487,000,000 

1933 

3,864,000,000 

2,030,000,000 

1,781,000,000 

22,.539,000.000 

1934 

0,011;000,000 

3,110,000,000 

2,805,000,000 

27,053,000,000- 

1936 

7,010,000,000 

3,800,000,000 

3,210,000,000 

28,701,000,000 

1930 

8,000,000,000 

4,110,000,000 

4,550,000,000 

33,778,000,000 

1937 

8,177,000,000 

6,020,000,000 

3,148,000,000 

30,425,000,000 

1938 

7,230,000,000 

6,855,000,000 

1,384,000,000 

37,105,000,000 

1939 

8.707,000,000 

6.105.000,000 

1 3,542,000,000 . 

40.440,000,000 

1940 

8,908,000,000 

6,387,000,000 

3,011,000,000 

42,008,000,000 

1941 

12,710,000,000 

7,007,000,000 

5,103,000,000 

43,901,000,000 

1942 (Est.) 

22,109,000.000 

j 12,500,000,000 

9,009.000,000 

58,000,000,000 

i 


Danger in the Public Debt Situation,— Tliere can be no sound objection 
to governmental borrowing to meet an emergency, when revenues fall 
short; but it is sometimes said that continuing deHcils of several- billion 
dollars a year are likely to lead to the- destruction of the government’s 
credit. If Ae public debt grows so large tliat full payment of interest and 
repayment of principal become improbable, the government may be un- 
able to continue borrowing from its citizens. If it is then unable or un- 
willing to decrease expenditures or increase ordinary revenues, it may be 
forced to print paper money with which to pay its bills. These- infla- 
tionary tactics on the part of a government usually lead to an economic 
breakdown from which a country may not completely recover for a gen- 
eration or more. It is held, moreover, fliat even if the situation docs not 
lead to fiscal disaster, the government will pass on to coming generations 
a crushing burden of debt to be paid in the future. 

The dangers of an unbalanced budget are often exaggerated through 
likening die government to a private individual. If an individual per- 

® Chicago Tribune, Januaiy 9, 1941, 

® Ibid., July 3, 1941. 
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sistendy spends more money than he takes in, it is clear that he ^vill co me 
to financial grief, but the probleni of the individual is to adjust his expen- 
ditures to his income, wMe that of the government is the reverse. That 
is, the government habitually decides upon the functions it should per- 
form, -and then undertakes to collect enough revenue to cany on these 
functions. WTiile it is true that, in the long run, persistendy large deficits 
might destroy the government’s credit and lead to an orgy of inflation, 
this does not mean that a national budget must be balanced eveiy year, 
or in short periods of a "few years each. If a national emergency requires 
" expenditures in excess of collectible revenues, a government -would be 
. foolish not to permit its budget to become unbalanced. ^Vhen a man 
needs a surgical operation, he‘ does nq,t hesitate to call in the surgeon 
merely because the cost would unbalance his budget for that year. 

Perhaps the sanest attitude to adopt is that the national budget, in 
peace' times, should balance over an entire business cycle. In periods of 
depression, the governmental expenditures are likely to increase, while 
. revenues fall off sharply in spite of all that can be done. Hence, in good 
business years, the government should collect more revenue than is iieces- 
sary to carry on its current functions so that a reserve may be built up 
against the next depression. Wars, on the other hand, are today so very 
costly that the government has no alternative to a rapid increase in the 
public debt, and it is most tmlikely that modem war debts can be paid 
off ia the intervals between these international disturbances. 

While tiie federal debt of $48,961,000,000 in 1941 was the largest in 
our. history and amounted to $368.74 per capita, die British public debt 
was more than $700 per capita as long ago as 1935, while that of France 
was about $525 per capita.^® The debts of both England and France in- 
creased greatly ^ter the beginning of war in 1939. Moreover, in view of 
our vastly ^eater per capita wealth and resources, it is probable that'we 
could support a much larger per capita debt burden than either of these 
countries. Oiu: national debt is now only about 15 per cent of the pre- 
depression value of the wealth of the United States, and the interest pay- 
ments on this debt absorbed between one and t\Vo per cent of oiu: na- 
tional income in 1941. The government’s securities continue to find a 
ready market, and at very modest interest rates. Even those who “viewed 
witlr alarm” fte $25,000,000,000 increase in our national debt during the 
post-1929 depression seem almost to “point with pride” to the far greater 
increase necessitated, first, by expenditures for national defense, and later' 
for prosecuting an “all out” war against Germany, Italy, and Japan. All 
in all, there is no justification for saying, as some people do, that federal 
finances stand on the' edge of an abyss, and that almost any day may wt- 
ness the government’s acknowledgment of bankruptcy. 

New York Times, December 13, 1935, 
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The Burden on Future Generations.-Another complaint about our. 
public debt is to the effect that we are arranging to pass on to our children 
and grandchildren a staggering burden of debt which they will have to 
pay, to their own great detriment. Though this argument has very little 
of actual economic significance, it is nevertheless rather popular and de- 
mands some attention. Clearly, in the sense of feal inconiB, future gen- 
erations can hardly suffer from a large public debt incurred now. When 
the government borrows to buy wheat to feed its starving citizens, the 
wheat is taken not from the crops of thirty or fifty year's hence, but from 
present supplies. When cotton is plowed under with borrowed funds, it 
reduces the current crops, not those which our grandchildren will harvest. 
When the government spends billions of dollars for armaments, it causes 
a shortage of consumers’ goods here and now, and not in the more or less 
indefinite future. What really happens when the government borrows is 
that our citizens are induced to turn over to it a part of their current 
money income. With these funds,, the government is able to secure a 
larger share of our present natidnal real income than it could otherwise 
obtain, and private' individuals must get along with a smaller share than 
they would otherwise have. In the sense of real income, then, the ‘cost of- 
public borrowing is borne now in the form of a smaller real income for 
private purposes than would otherwise be available. Of course, when taxes 
are finally collected to pay off the debt, they may be so large in amount or 
collected in such ways as to hamper and restrain business and impair the 
effectiveness of our productive facilities, thus reducing real income in 
future years, but there is nothing about public borrowing which, in and 
of itself, leads to such a result. 

But even if the size of the national real income in the future is not likely 
to be affected by present increases in the public debt, may it not at least 
be ^aid that a financial burden is passed on to future generations? It is 
true, of course, that taxes must some day be collected if the government 
is to pay interest and principal on its obligations, but at the same time 
these amounts will be paid to the owners of the govemmeht bonds which 
represent our public debt. If the people who own the bonds also pay the 
taxes, even private individuals may “break even” on- the process. But 
whether certain individuals gain, lose, or break even, it is clear that the 
nation as a whole, in paying off the public debt, merely transfers money 
from one pocket to another so long as the* entire debt is held within the 
country. This transfer is not necessarily without significance, for tlie eco- 
nomic effects of the reinvestment of funds by bondholders may not be the 
same as would have followed the spending of identical sums by the tax- 
payers. Of course, bondholders may spend their funds (instead of invest- 
ing) when Ae bonds are paid off, and taxpayers, on the other, hand, might 
have invested the funds -(instead of spending), if they had not had them 
taken away in the form of taxes. We .come to the conclusion, then, that 
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we wish the government, iijstead of private enterprisers, to perform for us. 
And 5 ince we will pay the bill, -we are entitled to make the number of 
such services great or small, as we see fit. 

EflBciency in Govemment.-The nature and extent of the functions 
which the government is to perform having been decided, it is the part 
of wisdom for a people to insure that public expenditures shall not exceed 
those amoimts which, with reasonable standards of efiBciency, may be re- 
quired to carry on these activities. Carelessness, ineflBciency, and corrup- 
tion should not be tolerated. To eliminate such evils, many .writers on 
public finance recommend a reform of the budgetary mechanism to ob- 
tain a closer adjustment of appropriations to needs, and to fix responsi- 
bility, changes in the Civil Service Laws to bring a more efiBdent system 
of governmental employment, provision of security of tenure and more 
adequate salaries in order to attract 'higher types of employees into the 
government service, arid, in general, the -introduction, of sound business 
methods into the operation of governmental affairs. . 


1. Why is it desirable to have certain services provided by .governments 
rather than by private agencies? 

2. In what way is the pr^lem of public expenditures related to the per- 
formance of these functions by governments? 

3. What has been the trend in recent years in the volume of expenditures 
made by the federal government? Explain the nature of the principal items 
of expenditure. 

4. What has been the recent trend in the volume of expenditures made by 
state and local governments in the United States? 

5. Compare the chief functions and expenditures of the federal government 
with those of state and local governments. 

6. What relationship exists between the growth of population and tiie growth 
of public emenditures? Explain. 

,7. "A part of the increase in public expenditures in the United States in the 
t\yentieth century has been nominal, rather than real.” What is the sig- 
• nificance of this statement? 

8. How does inefficiency in the appropriation and administration of public 

• funds affect the total of public expenditures? 

9. What is meant by "the popular attitude toward public money”? • 

10. How I have economic and social changes been responsible for a part of 
tlie increase in ^vemmental functions and expenditures? 

11. What has been me influence of the growing spirit of humanitarianism upon 
governmental functions and expenditures? Vl^y? 

12. How did die great depression folloiving 1929 affect governmental func- 
dons and expenditures? Explain. 

IS. The problem in connection widi public expenditures is to decide how 
Iwge^a part of our real incomes we wish to receive collectively rather 
than individually,” What is the significance of this statement in setting up. 
a OTterion for public expenditures? Explain. • 

14. It is said that a certain large eastern city pays the sum of $100,000 yearly 
for the storage of its voting machines during periods when they are not in 


X 
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■ use. Comment upon Biis governmental eimenditure in the Bght of the test 
for public e^^enmtures proposed in this chapter. 

15. In me light of the proposed test for public expenditures, how would you 
critich:e the major items of expenditure of the various governmental emits 
in this country in the' past? 

16. If, as some evriters suggest, it is no less incoirect economicaJltj to speak of 
“winning a war” than to talk about “winning an earthquake,” why is it 
that we spend so large a part of our national income for submarines, battle- 
ships; and bombing planes? 

37 . Comment on the necessity for die principal depression expenditures of our 
pational government in recent years, in the light of die suggested test for 
public expenditures. 

18. Describe die grbivth of the national debt in recent years. 

.19. What danger is involved in operating the federal government at a deficit? 
Explain. 

20. Is it necessary that the national budget shdl balance every year? Explain.- 

21. Have recent increases in the national debt endangered die (credit of our 
federal government? Why? 

22. Does public bornnviug shift the financial burden of public expenditures to 
future generations? Explain. 

23. Does, it shift the real burden to future generations? Explain. 

24. IVhy is there need for a changed public attitude toward public expendi- 
tures? 

25. How should we seek efiBciency in the conduct of government? 

' References for Further Reading 
See list of references at the end of Chapter 44. 



CHAPTER .44 
TAXATION 


Once rr hds been decided what functions shall be performed by govern- 
mental agencies, there remains the task of determiriing the mediod or 
methods of procuring the funds from which the proposed public expendi- 
tures may be made. At times the national governments have deemed it 
wise to manufacture their own purchasing power. In other words, they 
have printed large issues of inconvertible or “fiat’ money which they have 
used in paying for the governmental functions. The effect of this addi- 
tional purchasing power, competing with the money already in circula- 
tion for the existing supplies of commodities and services, has been to 
deprive the individual citizens of a part of their purchasing power just as 
effectively as if the governments had exacted tribute from these citizens 
in the first place. 

As we noted in the preceding chapter, governments have commonly 
borrowed to obtain funds for public expenditures. This method has b^n 
used whenever it hds appeared undesirable or impossible to obtain suffi- 
cient funds for current expenditures from current sources of revenue. 
By borrowing, we get government services in the present and pay for 
them on the installment plan over a long period of years. Occasionally 
certain units of government secure small amounts of revenue from .the 
conduct of various public service enterprises, but this is not ordinarily 
an important source of public income. 

The Nature of Taxation.— The most important source of the funds frorh 
which public expenditures are made has been and will doubtless continue 
to be taxation. A tax is “a compulsory contribution from the person to the 
government to defray the expenses incurred in the common interest of 
all, without reference to special benefits conferred.” ^ In connection with 
this definition several observations should be made. First, a tax is a com- 
pulsory contribution in that the amount to be paid is decided by the gov- 
ernment, as are also the time and method of payment, without regard for 
the wishes of the individual taxpayer. In the second place, there is in 
taxatio.n no defimte quid pro quo; that is, the taxpayers are required to 
contribute to the support of the government on some basis other than the 

A. Seligman, "Essays in Taxation, New York, The Macmillan Company, 
9th ed., 1921, p. 432. ' 
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amount of benefit or service directly received by them from the govern- 
ment; It often happens that the persons called upon ‘to pay the largest 
taxes are those who are least dependent on governmental services and 
who could.best provide for themselves if the services in question were not 
performed by the government/ Finally, the purpose of a tax is to provide 
revenue for carrying on various functions in Ae interest of the public. 
In this connection- a serious question often arises as to whether a tic may 
properly be made the instrument for the accomplishment of some ulterior 
pu^ose, such as the reduction of existing inequalities of wealth and 
income. 

The Problem of Taxation.— Since all governmental units of the present 
day find it imperative to obtain the greater portion of their revenues from 
taxation, the problem of taxation becomes one of securing these necessary 
revenues in such manner as wall, among other things, involve' the smallest 
possible expense in collection and administration, interfere as little as pos- 
sible with the conduct of business and economic progress, and distribulx. 
the burden of supporting the government in as equitable a mann er as 
possible. 

General Principles of Taxation 

Fiscal Adequacy.— Since the purpose of taxation is to provide large 
amounts of revenue for the different units of government, the first and 
most important test of a tax system is whether it will furnish sufficient 
revenue. The satisfaction of this test alone does not insure a perfect sys- 
tem of taxation, for many other important considerations must be borne 
in mind; but the inability to meet this test is of itself quite enough to 
make a tax systein a failure. It matters little how cxmvenient, economical, 
or simple the system is, or how well it succeeds in distributing the tax 
burden according to the high principles of equity and justice, if it does 
not provide the necessary revenue for the performance of the functions of 
government. Indeed, in times of great emergency— sucdi, for example, as 
when a war is being waged— other ftictors are ciisregarded and the sole 
consideration of the government in passing upon tax rates and methods 
becomes that of fiscal adequacy. 

Fconbmy.— As has been said, a tax system is set up in order to obtain a 
certain amoiml of revenue which is necessary for the performance of 
governmental functions. A sum must be cxillected from the ta^ayers, 
however, wliich is larger than the amount to be spent by the government 
in question, in order to cover the costs of collecting and administering the 
taxes. Other things being equal, taxes which involve the collection of 
large increments of revenue, with a minimum of complaints and book- 
keeping details to be handled, are preferable to those which necessitate 
the collection of a multitude of small sums and involve great complexity 
of administrative machinery. In the words of Adam Smith, “Every tax 
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ought to be so contrived as both to take out and to keep out of the pockets 
of the people as little as possible over and above what it brings into the 
public treasury of the state.” 

However, in connection with the test of economy, as well as with that 
of fiscal adequacy, the effects of taxation on the taxpayer and upon busi- 
ness in general must be considered. No tax is fiscally adequate, however 
great the revenue which it produces, and no tax is economical, however 
small its cost of collection and administration, if it is levied in such fash- 
ion or to such extent as to discourage business activity, curb individual 
initiative, or check unduly the accumulation of capital. It would be pos- 
sible to devise a very simple system of taxation, the burden of which 
would rest entirely upon large incomes and large accumulations of wealth; 
but while this system might be a marvel of adequacy and economy for a 
time, its long-run results might easily be disastrous because of its effects 
oh capital accumulation and business initiative. Almost everyone admit.c 
the validity of this principle, but there are great differences of opinion 
as to the exact point at which these undesirable effects. would show them- 
selves if higher and yet higher taxes were assessed on large incomes and 
great stores of wealth. It is probable that this point has never, as yet, been 
reached in actual practice in this country. 

Simplicity, Certainty, and Convenience.— Simplicity is another desirable 
feature of a tax system. The provisions of our tax laws should not be com- 
plicated, but should be so worded diat they may readily be understood 
by those who must pay the taxes as well as those who administer the tax 
laws. It is scarcely likely that any system of taxation could be set up 
which would be understood in all its ramifications by all of the taxpayers 
and ofiBcials concerned, but it is certain that our present laws leave room 
for a large measure of progress in the direction of simplification. 

A sound tax system will also be characterized by certainty. It is prob- 
able that our economic system could in the long run become adjusted 
to either a high or low level of taxation with Something like equal success, 
but uncertainty seems ever to be productive of undesirable results. Wit- 
ness, for example, the effect of uncertainty as to the provisions of an im- 
pending tariff bill upon business activity in the United States! Uncertainty 
in taxation also provides many opportunities* for chicanery and ‘corrup- 
tion in the assessment and collection of taxes. 

Taxes should be collected at such times and in such a manner as will 
be most convenient for the taxpayers. It is not possible, of course, to have 
all taxes marked by convenience of payment, but "We retain some taxes, 
such as those on commodities, which are very convenient to pay thou^ 
they fall far short of perfection with regard to some of ouf other tests. 
In general, convenience of .payment is a desirable quality whenever it 
can be obtained. 
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' ' Elasticity.— Writers on the subject of money and banking are in general 
agreement that one of the principal defects of our money and credit sys' 
tern prior to 1913 was its inelasticity. The quantity of money and credit 
could not be enlarged sufficiently to meet Ae emergency needs of busi* 
ness, and recurrent periods of monetary stringency and even financial 
panics resulted. Inelasticity is a serious defect in a system of taxation, 
also, for it means that the revenue received from the taxes in operation 1 
cannot be expanded to meet the larger needs which may be experienced 
from time to time. Consequently, if the tax system lacks elasticity, there 
are likely to be frequent deficits and a dependence on borrowing to 
secure the funds with which to meet current obligations. 

Equity.— A final requisite for a sound tax system is that it shall be 
equitable. Once it is ascertained that a given system of taxation is likely 
to provide an adequate amount of revenue, the next most important con- 
sideration is to have the tax burden distributed among the taxpayers in 
an equitable maimer. This consideration becomes increasingly significant 
as the size of the aggregate volume of taxation increases. Years ago, when 
public expenditures were relatively slight and the total burden of taxa- 
tion was not heavy, almost any -system was Ixkdy to be reasonably fair. 
This would not be true at the present time. In view of the importance 
of tlie-principle of equity, it will be well to inquire further into its mean- 
ing as applied to a system of taxation. 

The Benefit Theory of Taxation.— Many persons have held in the past 
that a tax should not be defined as we have defined it, but should be con- 
sidered a payment to the government because of, and in proportion to, 
benefits received from it. Thus a person who benefited greatly at the 
hands of the government would be expected to pay a large sum in taxes, 
while one who derived but slight satisfaction from services rendered by 
it would not be asked to give any considm'able portion of his income to 
its support. However, though the benefit principle seems very just in 
theory, it has been largely abandoned because of the apparent impossi- 
bility of appl}dng it in practice. In the first place, it is not possible to 
determine exactly how much benefit each citizen receives from the gov- 
ernment. Here we are dealing with the matter of individual satisfactions, 
which cannot be accurately appraised except by each for himself. In 
the second place, even if benefits could be correctly estimated, we might 
find that the persons receiving the largest benefits from the services ren- 
dered by the different governmental units were the very ones who were 
least able to spare any great amount in taxes to pay the costs of such 
services. On the other hand, as we have already said, those %\^th very 
large means might well be able to provide for themselves many services 
now rendered by the various governmental units. Thus they would be less 
dependent than the poor upon these services, and could not be called 
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upon to make any large contributions to the government on the basis 
of the benefit principle. 

The Principle of Ability to Pay.-Most economists and writers on public 
finance at the present time have gone over to the principle of ability to 
pay, which holds that each individual should be taxed, for the most part, 
according to his ability to make contributions to tlie support of the 
state, without regard to the amount of benefit he may derive from the 
activities of the government. Tliis principle seems on the surface to be 
admirably simple, but its interpretation is extremely difficult. What, for 
example, shall be the test of ability to pay? The answer to this question 
used to be that the possession of property was a clear indication of 
ability to pay taxes, and it was decided that any man who was fortunate 
enough to own great quantities of wealth should be required to con- 
tribute large amounts to the governmental treasuries. As time went on, 
economists came to suspect that some modification of tliis answer was 
necessary, for many inffividuals were receiving large incomes annually 
but were escaping the tax-gatherer altogether under the prevailing sys- 
tem of general property taxes. 

Income as an Indicator of Ability to Pay Taxes.— It may be said that 
today the greatest emphasis is placed upon income as a test of ability 
to pay, although property is by no means completely disregarded in this 
connection. This does not mean, however, that it is necessary merely to 
discover the amount of a person’s income in order to pass judgment on 
his ability to pay taxes. Many other matters must be borne in mind, such 
as whether the income in question is “earned” or is derived from invest- 
ments, whether it contains any elements such as the return on diminish- 
ing assets, whether it represents any surplus over and above the returns 
necessary to induce the individual to continue to perform his services 
or lend ffis capital, and, finally, the length of time over which the income 
is received. 

Proportion vs. Progression.— Probably the most important question in 
connection with the principle of ability to pay relates to tlie way this 
ability increases as income increases. In otiier words, as a man’s net 
taxable income increases, does his ability to pay taxes increase exactly- 
in proportion to this increase, or more or less slowly? If A has a net 
taxable income of $10,000, while that of B is $5000, is A able to pay 
exactly twice as much in taxes as B, more than twice as much, or less than 
twice as much, supposing the considerations mentioned in the preceding 
paragraph to be the same for both individuals? These are questions that 
can be answered only after a further examination of the meaning of die 
principle of ability to pay. If we decide that A’s ability to pay is exactly 
twice as great as B’s, then taxation should be proportional— that is, the 
same rate should apply to both individuals— and at this rate A’s contribu- 
tion will be double that of B. If A has less than twice the ability of B 
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on the part of that person. The adoption of this principle would mean 
that any aggregate amount of revenue would be secured with a minimum 
aggregate sacrifice or loss of satisfaction. 

A third theory holds that the principle of ability to pay would be best 
served if die tax burden were distributed in accordance with the “net 
utility of income” to difFerent persons.® By net utility of income is meant 
the TTiargin between the total satisfaction obtained through spending 
one’s money income and the total cost or sacrifice necessary to obtain 
this income. All of these theories dealing with the proper distribution of 
the tax burden would be diEBcult to apply in practice because they deal 
with such subjective matters as satisfaction and sacrifice, which are in- 
fluenced by all the vagaries of temperament, tastes, and sensitiveness of 
individuals, and are extremely hard to estimate for large numbers of per- 
sons. However, all the theories here mentioned point to the use of pro- 
gressive rather than proportional rates of taxation, whenever the former 
can be applied. The rates of taxation would be mildly progressive under 
the theory of equal sacrifice, more steeply progressive under the theory of 
net utility of income, and very steeply progressive under the theory of 
least aggregate sacrifice. 

The Opposition to Progressive Taxation.— The foes of progressive taxa- 
tion advance several arguments which they believe show its undesirabil- 
ity. In the first place, it is suggested that the diminishing satisfaction 
theory of income spending cannot be proved; that the accumulation of 
great means brings with it a host of new wants that clamor for satisfac- 
tion; that no test can be applied to numerous individuals to determine 
accurately the benefits derived from spending income or the sacrifice 
of giving up a portion of it; and that, so far as we can judge on the basis 
of behavior, a tax of a given rate hurts h man of great income just as 
much as it does a man of small income. It may be true that the theory of 
diminishing utility as applied to income is not susceptible of proof, but 
it is nevertheless logical to assume that successive installments of income 
over and above the minimum for subsistence will be applied to the satis- 
faction of progressively less urgent wants. There can be little doubt that, 
as old wants are more and more completely satisfied, new wants arise on 
which further income may easily be spent; but these new wants are 
much more likely merely to retard the rate of decline in the satisfaction 
derived from spending money income than to m a intain this satisfaction 
unimpaired from increment to increment. 

A second charge against progressive rates of taxation claims that the 
result of their application is to penalize most severely those individuals 
who are most productive in our economic system, thus checking individ- 
ual initiative and enterprise. This argument does not apply to all large 

Advocated in H. W. Peek, Taxation and Welfare, New York, The Macmillan 
Company, 1925, pp. 24S-262. 
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incomes that are hit by progressive rates, because many of the largest 
incomes are dependent chiefly upon the return received fi^om investments 
made in the past and not upon payments for services rendered in the 
present. The question here is not whedier individ uals will continue to save 
and invest, but whether they will continue to seek to earn large incomes 
when these are taxable at progressive rates. It seems most reasonable to 
conclude that individual initiative will not be greatly impaired by pro- 
gressive taxation, at least as applied in this country. Moreover, no in- 
dividual has only his own ability to thank for the large income which 
he may receive for his services. Society itself plays a part in building up 
these large incomes, and progressive taxation aims merely to recover for 
society a portion of the surplus accruing to these men of large incomes, 
over and above that amount which is remuneration for services rendered. 
Individual initiative and enterprise will not be seriously checked so long 
as a portion of this surplus remains in die possession of these persons. It 
must be remembered, also, that the amount of total net income left to the 
individual after the payment of the tax increases with every increase in 
the total taxable income that he receives. 

- A more serious argument, if a sound one, is to the effect that progressive 
taxation checks the accumulation of capital. It is said that we are chiefly 
dependent upon large incomes for the surplus from which comes our 
supply of capital Progressive taxation tends to reduce the inequality of 
incomes and hence the supply of savings. Since economic progress is 
thought to be contingent upon the steady accumulation of capital, these 
large incomes are believed by some to be Justifled, even though many of 
them are unearned. It seems very doubtful, however, that progressive 
taxation interferes seriously with the accumulation of capital. It would 
be diflBcult to devise a system of accumulation which would be more 
wasteful than the present. Indeed, some economists today are of the 
opinion that waste comes about by reason of actual overaccumulation of 
capital and a failure to maintain die proper balance between saving and 
spending for consiuners’ goods. Again, it is true that capital formation 
often takes place when expenditures are made by governmental units 
quite as much as though the funds were left in private hands. Finally, 
we may add that much saving is done automatically and wthout sacri- 
fice. Especially is this true of the savings of persons of great wealth and 
income, and those of large corporations. Most interest payments involve 
a considerable element of savers surplus, or income in excess of that 
necessary to bring about saving. As a result, it seems unlikely that the 
progressive taxation of incomes interferes to any great extent with saving 
and the accumulation of capital. 

Our general conclusion must remain, then, that a progressive system 
of taxation should be resorted to, if we wish the burden of taxation to 
be distributed according to the principle of ability to pay.' 
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The Incidence of Taxation.-In deciding whether a particular tax sys. 
tem is equitable, it is of vital importance to know who ultimately bears 
the burden of the various taxes levied. It has long been customary to 
divide taxes into two classes, direct and indirect. Direct faxes are diose 
which are collected at the outset from die persons upon whom it is in- 
tended that the burden shall fall, such as a tax on the rent of land. 
Indirect taxes are those collected from one group of individuals with the 
expectation that the burden will be shifted by them to a different group. 
The classification of taxes into direct and indirect groups has proved 
to be unfortunate. In some cases, we find so-called direct taxes being 
passed on, in part at least, to others than those from whom the tax was 
originally collected, while at other times so-called indirect taxes have 
not been shifted, but have remained a burden upon those who paid them 
in the first place. Wholly apart from any classification, however, tlie prob- 
lem of the “incidence,” or ultimate burden, of taxation is extremely im- 
portant. 

The study of the shifting and incidence of taxation is a branch of the 
study of value. To know whether a tax on a given commodity is likely 
to be shifted, it is necessary to ascertain whether the conditions of pro- 
duction and sale for that commodity make it possible for its price to be 
raised so as to pass the amount of the tax on to the consumers. If the tax 
in question is one which is levied on some factor of production, such as 
land or capital, it is necessary to make a similar investigation into the 
conditions which determine the price of this factor of production, in order 
to discover whether the tax can or cannot be shifted. 

The Federal Reveitoe System 

As may be seen in Table 52, the federal government had total tax 
revenues of $5,691,000,000 in the fiscal year 1940, and $7,761,000,000 in 
1941. Of the total tax revenues in 1941, the personal income tax yielded 
18.3 per cent; corporation taxes, 28.7 per cent; payroll taxes, 11.9 per 
cent; estate and gift taxes, 5.3 per cent; excise taxes, 30.8 per cent; and 
customs duties, 5.0 per cent. The federal government also received rela- 
tively small amounts of revenue from non-tax sources in each year. We 
shall now turn to an examination of these several types of taxes. 

The Personal Income Tax.— The taxation of personal incomes was a 
productive source of revenue in 1941, although this tax has in some other 
, years yielded an even larger share of the total federal revenue. In apply- 
ing the tax, after the deduction from gross income of the necessary ex- 
penses of acquinng it, an exemption of $800 was allowed a single per- 
son, and one of $2000 for a married couple or head of a family, together 
with $400 for each dependent. A credit of 10 per cent of the amount of 
ones earned income was also allowed. Taxable income (that is, income 
above the exemptions noted) was taxed at the flat rate of 4 per cent. 
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Table 52. — Sources of Ecderal Tax Reve.nue , Fiscal Years 1940 akd 1041 


Source of Revenue 

1940 
Amount 
Received 
(in millions) 

1940 

Per Cent of 
Total Tax 
Revenue 

1941 
Amount 
Received 
(in millions) 

1941 

Per Cent of 
Total Tax 
Revenue 

Personal income tax 

$ 982 

17.3 

$1418 

18.3 

Corporation income tax 

1121 

19.7 

1852 

23.9 

Capital stock tax 

13S 

2.3 

167 

2.2 

Excess profits taxes 

18 

0.3 

192 

2.5 

Unjust enrichment tax 

Payroll taxes (unemployment, social 

9 

0.2 

9 

0.1 

security, and railroad retirement) 

834 

14.7 

920 

11.9 

Estate tax 

331 

5.8 

355 

4.6 

Gift tax 

Excise taxes: 

29 

0.5 

52 

0.7 

liquor taxes 

624 

ii.o 

820 

10.0 

Tobacco taxes 

609 

10.7 

698 

9.0 

Other stamp taxes” 

39 


39 

0.5 

Manufacturers’ excise taxes ‘. . . . 

447 

7.8 

617 

7.8 

Miscellaneous taxes ‘ 

166 


225 

2.9 

Customs duties 

349 


391 

5.0 

Total Tax Revenue 

$5691 

■S 

$7761 

100.0 


>Such as taxes on the issue and transfer of securities, playing cards, and the sale 
or transfer of silver bullion. 

‘Includes taxes on lubricating oils, gasoline, tires and tubes, automobiles, trucks, 
motorcycles, automobile accessories and parts, electrical energy, radios, phonograph 
records, mechanical refrigerators, firearms and supplies, toilet preparations, and 
matches. 

‘ Includes taxes on the use of telephone, telegraph, radio, and cable facilities; the 
tranqiortation of oil by pipe line; safe deposit Imxes; admissions to tlieaters, sporting 
events, etc.; club dues and initiation fees; the processing of coconut and other oils; 
oleomargarine; narcotics; and other taxes. 

•* Sources: Press lelease of the Treasury Department, Bureau of Internal Re\'enue, 
August 18, 1941; and letter from Treasury Department, Bureau of Customs, Septem- 
ber 5, 1941. 

Additional taxes, called surtaxes, which made the personal income tax 
pro^essive, began at 4 per cent on net taxable incomes of $4000 to 
$6000, and readied a maximum of 75 per cent upon portions of net tax- 
able incomes which exceeded $5,000,000 a year. Finally, after computing 
his income tax, each individual was required to pay an additional 10 per 
cent of the amount of his tax for purposes of national defense.® 

Merits of the Personal Income Tax.— The personal income tax is quite 
generally considered to be a good tax. It falls directly on income, from 
which all taxes must come eventually, if sometimes indirectly; and income 

‘The Revenue Act of 1941 lowered the exemption for single persons to $750, 
and that for .married couples or heads of families to $1500. The normal tax was not 
changed, but the surtax was increased so 'that it began at 6 per cent on the first 
dollar of taxable income and attained a maximum of 77 per cent The former 10 per 
cent defense tax was made permanent and was included in the new surtax rates. 
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is the most widely accepted indicator of ability to pay. Tlie tax has 
usually yielded a very large revenue but, being based on realized income, 
the receipts are likely to decline sharply in times of business depression 
when die government needs especially large revenues. Hie personal in* 
come tax lends itself readily to progressive rates, which we have found 
to be essential to any logical interpretation of the principle of ability 
to pay. It is certain as to time and manner of payment, but it is only 
moderately satisfactory from the point of view of economy in collection. 
But not all the tests of a sound tax system need be satisfied by any one 
tax. A tax may be defective in a number of respects and yet have its 
deficiencies well compensated by other taxes, so that the system as a 
whole conforms to the requirements set up. 

Defects of tlie Tax.— Hie personal income tax law is complicated, and a 
person of considerable income often needs legal advice in arriving 
at the amount of tax he must pay. The method of assessment is by the 
taxpayer’s declaration of his income, supplemented by information of 
amounts paid in salary, interest, or other types of income, furnished by 
employers and others who make the payments. This mefliod of assessment 
requires a high degree of administrative efiBciency if the tax is not to be 
merely one on honesty and to lead to widespread evasion. For many 
years, the tax discriminated, in eflFect, between different persons since, 
among other things, the wages and salaries of state and municipal em- 
ployees and the income on certain “tax-exempt” securities issued by gov- 
enimental units were exempted from the tax. In 1940, this situation was 
partly cleared up, for wages and salaries of state and municipal em- 
ployees were then made subject to the income tax. 

A defect in past income tax laws was a provision permitting taxpayers 
to offset current income with capital losses— such, for example, as losses 
sustained by selling securities at prices lower than those paid for them. 
The result of this provision was that persons with large current incomes 
sometimes had to pay only small income taxes, or none at all, in years 
of depression when capital losses were severe. In recent years, tiie regu- 
lations relating to capital gains and losses have been much improved. 
The extent to which capital gains and losses are permitted to figure in 
income tax computation at present varies inversely with the length of 
time during which the assets in question have' been held. Short-term 
capital losses may be used to offset only short-term capital gains, and not 
current income, although such short-term losses may be carried over to 
the following year to offset short-term gains. 

It is difficult to define income for purposes of taxation, and our laws 
do little more in this respect than to enumerate various taxable and non- 
taxable items. Under the law, as now interpreted, some peculiar situations 
arise. For example, a farmer need not count as taxable income the food 
and shelter provided by his farm, but no similar privilege is accorded 
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diose who must buy their food and shelter with money income. Similarly, 
a house owner who occupies his house need, not count as taxable income 
the shelter he enjoys, but if he rents the house to another the rental that 
he receives is taxable. Clearly, there is room for improvement in the 
application of die income tax to different people. 

The Incidence of the Income Tax.— In discussing the incidence of the 
income tax many ivriters try to view the tax as a whole, and come to the 
conclusion that a tax on incomes caimot be shifted. It is argued that there 
is nothing about an income tax that enables indiwduals or companies to 
raise the prices of the goods they are selling, or makes the personal 
services or the capital furnished % individuals command a higher re- 
turn. Consequendy, it is said, all efforts to pass income taxes on to others 
are doomed to feilure. A soimder approach to the problem, however, is 
to break up the income tax into its component parts before proce 
ivith the analysis. 

The Income Tax. and Labor Incomes.— A part of the tax on personal in- 
comes may be said in the first instance to fall on the return for labor 
or services rendered. It is generally admitted that a tax on tibe labor in- 
come from a single occupation wffl tend to be shifted. If, for example, 
a considerable tax were to be placed on the labor income of plumbers, but 
not on that of other workers, the wages in this occupation would tend to 
rise rmtil they were about as high, ^er allowing for the tax, as before. 
The burden of the tax would tend to be distributed over all labor, because 
the only way in which the wages of plumbers can rise (assuming no in- 
crease in the demand for their services) is to reduce the nimiber of 
plumbers. This means more persons a%^able for other occupations, and 
consequendy slighdy lower wages all around than before. ^Vhether the 
shifting works out well depends to a large extent upon the movement of 
labor out of the plumbing trade and into oth.er occupations, and it is 
probable that the process would in any event require a considerable 
period of time. 

The federal income tax, in so far as it is a tax on labor income, in one 
sense is, and in another is no^ s imilar to the tax just discussed. To be 
sure, the tax is not applied to any particular occupations, and yet as a 
matter of fact it has usually fallen on very few. The income tax has been 
less democratic than many have supposed. Behveen two and three million 
persons in the United States have paid income taxes in most years. Not 
only has this been a small percentage of our income receivers, but the 
tax has effected the labor incomes of the more highly paid occupations 
only. Such a tax niight be at least pardy shifted in the long run, by 
fewer persons preparing for and entering the occupations affected. In 
1940 and 1941, several million new names were added to the list of 
income tax payers. If die tax is to apply permanendy to most labor in- 
comes, there will be litde prospect of shifting it. 
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The Income Tax and Interest on Capital.— The income tax is, to a cer- 
tain extent, a levy upon the return paid for the use of capital. If a tax 
applied only to the income from capital invested in certain industries, 
there would be a tendency for capit^, in so far as it is mobile, to leave 
these industries and flow to others not subject to the tax. In this way, the 
amount of capital in the industries that are taxed would decrease, and 
its rate of remuneration would rise until, with the tax deducted, the rate 
of interest was as high as the rate in other industries. The federal income 
tax, in so far as it falls upon the income from capital, does not discriminate 
but applies to all lines of industry. Hence, the shifting cannot come about 
in the manner just described. If a sliift does occur, it will be because 
the tax on the income from all capital is sufficiently burdensome to dis- 
courage saving and check accumulation. In this event, the supply of 
capital decreases, its marginal productivity rises as compared with that 
of labor and land, and its remuneration increases until the rate of interest 
is so high that die burden of the tax is not borne by the ovmers of cap- 
ital. However, it is not at all certain the tax will have this effect on 
saving and accumulation, for reasons given above.* 

The Income Tax and the Rent of Land.— In part, economic rent may be 
the income which is taxed by the federal income taxation. To the extent 
that this is true, the tax will tend not to be shifted. The amount of rent 
paid for the use of land is fixed by the conditions of demand for and 
supply of land. There is nothing about a tax on rent that makes people 
willing to pay a greater sum for the use of the land, nor can such a tax 
have the, effect of reducing the amount of land available. Since neither 
demand nor supply will be affected, it is dear that the rent of land 
cannot be increased for the purpose of passing on the tax burden to 
others. Some people find it clearer to regard rent as a surplus which 
capital and labor produce in combination with some land, over and 
above what these factors could produce if they were applied to marginal 
lands. A tax on rent could not have the effect of increasing this surplus, 
however, and consequently could not be shifted. 

The Corporation Income Tax.— The corporation income tax produced 
23.9 per cent of the total federal tax revenue in 1941. Under a combination 
of normal and national-defense tax rates, corporations paid a tax of 14.85 
per cent on the first $5000 of taxable net income, 16.5 per cent on the 
next $15,000, 18.7 per cent on the next $5000, and 24 per cent on all tax- 
able net income in excess of $25,000. The corporate income tax has 
usually been a good income producer although, Iflse the personal income 
tax, its yield diminishes greatly in poor business years. This tax is not 
open to some of the objections urged against the personal income tax, 
though in the case of both it is diflficult to decide what constitutes net 


* See pp. 270-272. 
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in some cases alter the conclusions to those “who love to turn economics 
into a playground for logical exercises ” 

The Capital Stock and Declared Value Excess Profits Taxes.-The 
capital stock tax produced 2.2 per cent, and two excess profits taxes 
yielded 2.5 per cent, of total federal tax revenue in 1941. The capital stock 
tax and one of the excess, profits taxes, called the “declared value excess 
profits tax,” have been paired as complementary taxes since 1933. In 1941, 
the rate of the capital stock tax was |1.10 per $1000 of the declared value 
of each corporation s capital stock. Having declared a total value for its 
capital stock, a corporation could earn 10 per cent on this value without 
paying anything in the way of a declared value excess profits tax. How- 
ever, it had to pay 6 per cent on net earnings of 10 to 15 per cent, and 12 
per cent on net income in excess of 15 per cent, on the total declared 
value of its capital stock. 

The capital stock and declared value excess profits taxes were applied 
in combination in order to get around a serious problem in the applica- 
tion of excess profits taxes— the valuation of a corporation’s assets. Such 
a valuation must be determined if the tax is to apply to earnings in excess 
of a certain percentage of the value of the corporation’s properties; but 
the valuation of businesses by the government has proved to be slow, 
costly, and troublesome. Under this combination of taxes, a corpora- 
tion may place any valuation it pleases on its capital stock. However, if 
it declares capital stock at a low figure, though it will pay a small capital 
stock tax, it will be required to pay a large excess profits tax if the business 
is successful and has net earnings which constitute a high percentage of 
its low declared value. On the odier hand, if it declares an unusually high 
value for its stock to escape the excess profits tax, it must pay a high 
capital stock tax, regardless of whether its earnings are high or low. 
Corporations have been given several opportunities to change the de- 
clared value of dieir capital stock. 

The Excess Profits Tax of 1940.— The other excess profits tax, applied in 
'1940, granted each corporation a flat exemption of $5000 of income, plus 
a credit computed by either of two methods— net income or invested 
capital. By the net income method, the credit amounts to 95 per cent of 
the average net income of the corporation in the period 1936-39, plus 8 
per cent of the net capital addition or minus 6 per cent of the net capital 
reduction in a given taxable year. By the invested capital method, the 
credit is 8 per cent of the corporation’s invested capital for the taxable 
year; and half of thp firm’s borrowed capita! may be included in its in- 
vestment. After the deduction of the exemption and the credit, each 
corporation (unless specifically exempted by law) paid the excess profits 
tax on the remainder of its income. The rate of the tax varied from 25 per 
cent on the first $20,000 above the exemption and credit, to 50 per cent 
on amounts over $500,000 above the exemption and credit. 
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incomes under the personal income tax. It would seem that this could be 
done by requiring every individual to declare annually, as part of his 
personal income, his proportionate share in the earnings of any corpora- 
tions in which he was a stockholder, regardless of whether these earnings 
were actually distributed to the stockholders. Corporate net earnings 
would thus be included in individual incomes, for purposes of income 
taxation, and opportunities to use the corporation as a device for evading 
personal income taxes and surtaxes would be eliminated. In this way, also, 
we should avoid the complexities and inequities of the present system 
of corporate taxes, and eliminate the troublesome question of whether 
a corporation has ability .to pay taxes, apart from the ability of its stock- 
holders. 

Payroll Taxes.— In 1941, payroll taxes produced 11.9 per cent of the tax 
revenue of the federal government. These taxes are collected for the 
accumulation of reserves required under the Social Security and Railroad 
Retirement Acts. The taxes levied under the Social Security Act have 
been described in Chapters 25 and 26. Considering payroll taxes from 
the point of view of public finance, we suggest that those which fall 
on the employees operate as a crude sort of income tax, for all employees 
who come under the Act pay the same percentage of their wages. The 
taxes paid in the first instance by the employers will tend to be shifted 
to either the workers or the consumers, and will be regressive in opera- 
tion. It would probably be better, from the point of view of equiiy, to 
support the various old age and unemployment projects out of general 
revenues, but the tax-consciousness promoted by payroll taxes may be 
desirable. 

The Estate and Gift Taxes.— The combination of estate and gift taxes 
produced 5.3 per cent of the total federal tax revenue in 1941. The estate 
tax is applied to estates as a whole rather than to shares received by 
individual heirs. The first $40,000 of an estate is exempt. The tax varies 
from 2 per cent on the first $10,000 above the exemption, to 70 per cent on 
that part of an estate which is in excess of $50,000,000. Credit is given 
against the federal estate tax for 80 per cent of any amount which is 
paid in taxes under state inheritance tax laws. The gift tax, which is 
necessary to prevent the evasion of the estate tax through transfers of 
wealth between living individuals, has rates which are three-fourths as 
great as the estate tax rates. The exemption from flie gift tax is $4000 
in any one year, or a total exemption of $40,000. 

The estate and gift taxes can be relied upon to produce a fair amount 
of revenue, but they are not a good source of increased revenue if the 
increase must be made available suddenly. The estate tax unquestionably 
accords with the principle of ability to pay. Inherited wealth is purely 
a surplus return to the heir, and is entirely unearned by him. Tlie greater 
the amount that society permits to be passed on through inheritance. 
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the greater is the share which society may legitimately claim from an 
estate. The incidence of the tax is clear. Its burden rests wholly upon die 
receivers of the estate and cannot be shifted. The tax is certain as to 
amount, and as to time and manner of payment. 

Objections to Inheritance Taxes.— There are, however, at least two pos- 
sible objections to the estate tax which the government should be care- 
ful to meet. In the first place, it is argued that, if the tax is too high, it 
will lessen the efficiency of business men and slow down the process 
of saving and capital formation. It is said that one of the strongest motives 
for worlang to acquire a large income, and for saving and accumulating 
a fortune, is the desire to provide adequately for ones dependents. If the 
inheritance tax is very high, some men might not seek to acquire large 
incomes, or might spend them for current enjoyment, and as a conse- 
quence die vital process of saving and capital formation would languish. 

There is imdoubtedly some truth in this contention. The desire to 
provide adequately for dependents is one reason why men work, save, 
and accumulate. However, there are many other motives operating in 
the same direction, such as the desire for luxurious living, Ae \vish to 
provide for one’s old age, and a yearning for prestige and power; so that 
capital formation probably would not cease even if inheritance were en- 
tirely eliminated. In any case, the present federal taxation of estates is 
not likely to have any detrimental effects upon our economic system, for 
$40,000 may be passed on free of tax and estates of even $100,000 or 
$200,000 are not gready reduced by the tax. Indeed, some authorities on 
taxation urge that the estate tax rates should be increased and the exemp- 
tions lowered, with particularly high taxes applied to properties which 
were inherited tivice or oftener. It is urged, also, that gift tax rates in the 
lower brackets should be raised, so that they will no longer provide so 
attractive a means of evading the higher rates of the estate tax. 

Another objection to an estate tax is its inconvenience in payment. 
Many estates are left largely in the form of real estate, factories, ma- 
chinery, and securities, and not in cash. Unless the heirs have other large 
sources of income, they may have to liquidate the inherited properties 
to pay the tax and, at a forced sale, might have to sell at a considerable 
loss. In this way, an heir might lose 40 or 50 per cent of the value of an 
estate on which the estate tax was only 25 per cent. This objection is 
taken care of, to some extent, by granting a reasonable period of time 
uadiin which to pay the tax, and by providing for the revaluation of an 
estate if its value has declined between the date of death of the de- 
cedent and the date on which the tax must be paid. 

Excise Taxes.— In 1941, excise taxes of various kinds produced 80.8 per 
cent of the total tax revenue of the federal government. Excise taxes 
are taxes on economic goods. In some cases, producers are required to 
buy and affix stamps to the articles diey make and sell. Again, the pro- 
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ducers may be required merely to pay die government a certain amount 
per unit of product produced and sold. Some of the taxes are speciBc, as 
for example a tax of (say) 5 cents per package of 20 cigarettes; while 
others are ad valorem taxes, such as a tax of 10 per cent on die factory 
price of automobiles. 

The Incidence of Excise Taxes.-^Vhile excise taxes are usually col- 
lected from the producer in the first instance, tiieir burden is borne in 
the end by the ultimate consumer when the taxed goods are made under 
competitive conditions. The tax is shifted through increases in die prices 
of the taxed articles, for excise taxes are costs of production to the pro- 
ducers of the goods and must be covered by price if production is to 
continue. However, die process of sliifting is not die simple one of adding 
the taxes to the old prices. According to the Law of Demand, an attempt 
to raise the price of a taxed article will decrease the volume of sales. 
The extent to which an increased price will curb sales depends upon the 
elasticity or inelasticity of demand, but some decrease in sales is in- 
evitable if the total demand for the good remains the same as before. A 
decreased volume of sales results in a decreased output of the good, and 
this change of output is likely to cause a change in the manufacturing 
costs of producing the good in the period of current production. Since 
the new manufacturing cost may be either higher or lower tlian before, 
depending upon whedier the former output was greater than, equal 
to, or less than normal capacity, the price of the taxed article may increase 
by either more or less than tlie amount of the tax, in the process of shift- 
ing the tax to consumers. The effect upon price also depends to some ex- 
tent upon whether the tax is specific or ad valorem. 

Under conditions of monopoly, partial monopoly, or imperfect com- 
petition, the shifting of excise taxes is less certain than under competi- 
tion. The monopolist or partial monopolist does not care who pays the 
excise taxes. His only concern is to set output and price at figures which 
will bring him the greatest possible total net revenue from die production 
and sale of his good. In some cases, his former output and price may have 
been so much more profitable than any other combination of output and 
price that he will be better off in terms of total net revenue to leave 
both unchanged and bear the tax himself, instead of attempting to shift 
it to consumers by raising price and reducing output. In otlier cases, a 
new combination of output and price would doubtless be more profitable 
than the old one, after the imposition of the tax, and as a consequence 
die monopolist would raise price and decrease output. 

The Merits and Demerits of Excise Taxes.— In general, die burden of 
taxes on commodities and other economic goods, no matter where it is 
first placed, tends finally to fall as a whole or in large part upon the 
consumers. Because of this fact, these taxes, judged by themselves, do 
great violence to our principle of ability to pay. They are not progressive, 
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gencies. Unfortunately, almost half of the tax revenue of the federal gov- 
emment is now obtained through indirect taxes, whose burden tends to 
be shifted to the final consumer, or through other regressive or non-pro- 
gressive taxes. Hence, about one-half of the federal tax revenue comes 
from taxes which do not conform well to die principle of ability to pay. 
Excise and other non-progressive taxes may be necessary in years of 
unusually heavy expenditures, but the goal should be to collect from 
income and estate taxes as large a part as possible of total federal revenue. 
The attainment of this goal would, of course, require that exemptions be 
lowered in connection with these progressive taxes. 

State Revenues 

The states are less dependent' dian the federal government upon taxa- 
tion for their income, for they frequently derive as little as three-fourths 
of their total revenue from taxation. Their other sources of revenue in- 
clude special assessments; fines, forfeits, and escheats; subventions, dona- 
tions, and assessments; interest, rents, and highway privileges; earnings 
of general departments; and earnings of public service enterprises. In 
Table 53 we present the sources of state tax revenue in 1940. 


Tabus 63.— SotmcEs of State Tax Re^tbnoe, 1030 and 1040 
(Source: Chicago Tribune, March 20, 1041) 


Source of Revenue 

1939 
Amount 
Received 
(in millions) 

1939 

Per Cent of 
Total Tax 
Revenue 

1940 
Amount 
Received 
(in millions) 

1040 

Per Cent of 
Total Tax 
Revenue 

Income taxes 

$ 334 

8.C 

$ 358 

8.0 

General property taxes 

259 

0.0 

205 

0.4 

Inheritance, estate, and gift taxes. . 

113 

2.9 

118 

2.8 

Sales and use taxes 

1489 

38.3 

1047 

39.5 

Payroll taxes (unemployment) 

799 

20.0 

844 

20.2 

Business taxes 

408 

10.5 

444 

10.0 

Motor vehicle licenses 

SG4 

9.4 

388 

9.3 

Poll taxes 

6 

OS 

0 

0.1 

Other taxes 

112 

. 

2.9 

101 

2.5 

Total Tax Revenues 

83884 

100.0 

$4171 

100.0 


State Income Taxation.— Because of the great variations in tax^laws 
from state to state and the limitations of space, it will not be possible to 
discuss in detail the tax provisions of the several states. It is necessary 
to limit the present discussion to general considerations with respect to 
the tax systems of the state governments and to the ijncidence of such 
taxes as are not already familiar from our previous analysis. Income taxes 
are used in /about two-thirds of the states, and in most cases are not very 
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most of the sales tax. laws require separate charging of the tax to re- 
tail purchasers, in order to promote the shifting of the tax to consumers - 
and to make them conscious of the fact that they are paying it The sales 
tax is costly to collect and not at all simple to administer. 

Motor Vehicle and Business License Fees.-Motor vehicle license fees 
are an obvious item in state revenues. Most if not all, states require 
the payment of a registration fee annually on all motor vehicles, while 
many collect additional fees for operators* licenses. The item called 
“business taxes” in Table 53 does include some genuine taxes, but it is 
made up to a large extent of fees collected in return for licenses to cany 
on certain businesses or to follow certain professions. For example, one 
must obtain a license and pay a fee to sell cigarettes, to operate a tavern, 
or to work as a barber. While these fees are not taxes in the strict sense 
of the term, they have about the same effect as taxes on consumption or 
taxes on the operation of businesses which are able to shift the burden 
to tlie consumers. About 20 per cent of state tax revenues in 1940 were 
derived from motor vehicle fees and from business taxes and fees. 

Other State Taxes.— The pa 3 nroll taxes collected by the states are essen- 
tially similar to those levied by the federal government. Poll taxes, though 
collected in 44 states, are quite negligible in so far as revenue is con- 
cerned. Their incidence is upon the individuals on whom they are levied. 
The poll tax is a tax of a flat amount for each person, and would be most 
inequitable if it were not for the fact that the amount is ordinarily 
very slight. In addition to the general types of taxes mentioned above, 
there are many others, peculiar to individual states or small groups of 
states, which yielded 2.5 per cent of state tax revenues in 1940. 

State Tax Systems as a Whole.— The states, like the federal govern- 
ment, have had great diflSculty in making ends meet under their present 
tax systems, and have become involved in borrowing operations. In 1940, 
as in other years, prac^tically all of die state tax revenues were derived 
from taxes which do not conform to the principle of ability to pay. This 
means that the revenue systems of the states are highly regressive in 
operation, and that the burden of state taxation falls relatively more 
heavily upon the poor than upon the "rich. The need for replacing sales 
taxes and other regressive taxes with income taxes and other progressive 
taxes is obvious. 


Local Govebnment Revenues 

We shall use figures for the 94 largest cities of the United States in 1938, 
in describing the sources of revenue for local governments. We see from 
Table 54 that these cities in that year received 71.2 per cent of their 
revenues from taxation, and largely from the general property tax which 
produced 64.7 per cent of total revenues and 90.9 per cent of tax revenues. 
With the exception of the taxes on property, there is nothing new in the 



TAXATION 


28y 

Tabu: 54. — Soubces of Revekbe fob 04 Labgest Cities of the United St**''”, 

Fiscal Yeab 1938 


Source of Bevenue 

Amount Recdved 
(in millions) 

Per Cent of Total 
Revenue 

General property tax 

$1814.9 

64.7 

Other property^ taxes 

1.0 

• • • • 

Business and non-business license taxes 

172.7 

6.2 

Poll taxes 

2.1 

0.1 

Other taxes 

5.7 

0.2 

Non-tax revenues® 

810.4 

28.8 

Total Revenues^ 

$2806.8 

100.0 


“ Includes fines, forfeits, and penalties; interest, rents, and royalties; shared taxes; 
grants; pension assessments; donations and contributions; unclaimed money; contribu- 
tions from public service enterprises; special assessments; and service charges. 

t Source: Department of Commerce, Bureau of the Census, Financial Statistics of 
Cities, 1938, Washington, Government Printing Office, 1941. 

list of city taxes. The poll taxes are, of course, similar to those of the 
state governments, and so are the business and non-business license 
taxes or fees. Non-business license taxes, such as dog taxes, fall directly 
on the consumer, while the business license taxes, such as those paid by 
operators of beauty parlors and billiard emporiums, fall upon producers, 
add to costs of production, and tend to be shifted to consumers in whole 
or in large part. Hence, these taxes or fees are similar to excise taxes in 
their incidence, merits, and defects. 

The General Property Tax.— Since the tax systems of city governments 
are well-nigh completely dependent on the general property tax, it will 
be well to analyze that tax carefully. The general property tax is a tax 
on property considered as a homogeneous whole, and is sometimes called 
the “uniform rule” of taxation. This means that the rate of the tax is to be 
rmiform throughout the taxing district and for any amount of property. 
The tax is based upon the valuation or assessment of property in terms 
of money. These valuations are estimated by assessors at specified times, 
and the tax is applied at a certain rate, ordinarily upon the total valuation 
of the property of the taxpayer in question. Boards of Review are often 
created for the purpose of correcting inequalities and obtaining a uniform 
basis of assessment. 

Defects of the General Property Tax.— The general property tax is 
based upon the assumption that ability to pay is adequately represented 
by the ownership of “general property.” Tbe defects of the tax are nu- 
merous. In the first place, it is based on a mistaken notion as to the nature 
of property. Property is an institution which guarantees to the individual 
die right to use and control, to receive benefit from the o^vnership of, 
to exclude others from the use of, and to pass on to others at the time 












288 ECONOMICS: PRINCIPLES AND PROBLEMS 

of death or before, whatever economic goods he may acquire. What is 
called “property” under this tax is in reality made up of two classes of 
things-wealth and claims upon wealth. Now when certain items of 
wealth and claims on these same items are both regarded as general 
property subject to tax, it is clear that double taxation arises. Thus, the 
corporation is taxed upon certain items of wealth, such as buildings and 
machinery, and the stockholder is taxed upon his shares of stock, which 
are the claim upon these articles of wealth. This is double taxation in the 
worst sense because it is largely if not entirely unintentional, and because 
an item of wealth and a claim upon that wealth are both taxed at the 
full rate charged other items of wealth which are not represented by 
similar claims. In the second place, it is assumed, at least by inference, 
that nothing other than “property” represents ability to pay taxes. This is 
clearly untrue at present, for many persons have very large incomes de- 
rived from personal services, but possess little wealth that is reached by 
the general property tax. 

A third and important defect of the general property tax is that it 
is grossly inequitable. The assessment is made by assessors who are 
ordinarily dependent for their positions upon some of the people whose 
property is to be assessed. They are for the most part untrained and 
inexperienced, and do their work in a relatively short time. The result 
is inequitable valuation and taxation. Much intangible property (that is, 
claims upon wealth) escapes assessment altogether, while real and tan- 
gible personal property is assessed in a most discriminatory fashion. As 
expenditures have increased on the part of the governmental units de- 
pendent upon this tax, it has been found necessary to increase the rate 
at which the tax is applied. This has given to the owners of intangibles an 
increased incentive to evade assessment, which means a smaller amount 
of property of this kind assessed and a still higher rate, which in turn 
stimulates further evasion, and so on. Evasion of the tax is easy on the 
part of owners of intangibles, because their correct assessment depends 
so largely upon the cooperation of the taxpayer himself. 

Though in theory the tax is based upon proportion (that is, the same 
rate being intended to apply regardless of ihe amount of property an in- 
dividual has), it seems altogether fair to say that the tax has been regres- 
sive in its operation. The owners of great wealth are able to consolidate 
much of their holdings in forms which escape the tax, while it is well 
known that real and tangible personal property is progressively under- 
assessed. Thus, the rate actually paid upon “general property” tends to be 
the lower, the greater the amount of property possessed by the individual. 
In addition, it becomes more and more difBcult as time goes on to insure 
the fiscal adequacy of the tax, for it is not easy to adapt the tax to in- 
creasing fiscal .needs. It is decidedly inelastic. 

Classified Property Taxes.— In some states and local governmental units 
attempts are made to avoid the difficulties arising under the general 
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property tax by adopting what are called “classified property taxes.” 
As die name suggests, the various itans of wealth and claims upon wealth 
are divided into classes for purposes of taxation, with a different rate 
of taxation for each class. The purpose is to obtain a more equitable 
distribution of the burden of taxation and, of course, to make possible 
the more efiBdent administration of the taxation of property. The tax 
rate applied in each class is high or low, depending chiefly upon whether 
the items in the group can easily evade assessment and taxation. The 
lowest rate is accordingly applied to intangible personal property for 
the above reason and in order to avoid any serious double taxation. 
Tangible personal property is less mobile than intangible, but there are 
nevertheless means of evasion open for such items of wealth. Conse- 
quendy, a moderate rate is usuaUy applied in this group. Least mobile 
and least likely to evade taxation is real property, and the highest rate of 
all is imposed upon wealth of this type. 

Improvement of the General Property Tax.— Many suggestions might 
be made for improving the general property tax. The assessors should be 
appointed rather than elected, and the county should be the unit of as- 
sessment, with the whole procediure under state supervision and con- 
trol. The collection of the tax should be improved, widi delay allowances, 
and the remission or reduction of penalties, eliminated. The interest pen- 
alty for delay in payment should be two or tinree times the current rate 
on real estate loans, in order to prevent borrowang from the government 
through nonpayment of taxes. No further exemptions from the tax should 
be granted for the purpose of attracting business enterprises to a com- 
munity, and a reassessment of “properties” should be made oftener than 
at present. Constitutional limits on tax rates might well be repealed, and 
the tax should be used only to supply revenue for the local units of 
government.® 

The Incidence of the General Property Tax.— It is not feasible to discuss 
the incidence of this tax as a whole. It must be considered as it falls upon 
owners of different kinds of wealth. In so far as the general property tax 
is a tax on land, the tendency is strong for the burden to rest finally upon 
the owner of the land, regardless of whether he pays the tax originally. 
Land is not a commodity produced at the will of man, but is fixed and 
nonextensible in amoimt, for all practical purposes. The rent of land, and 
consequently its value, are determined by the conditions of demand for 
and supply of land. There is nothing about a tax on land which ^vill make 
its user Avilling to pay a higher rent for it, nor ^vill its supply be affected 
in any way by such a tax as is ordinarily applied. Therefore the tendency 
is for the owner of land to bear the burden of any tax placed on it. It 
should be remembered that this is the case stated in its holder terms. 
Many qualifications and variations of assumptions have been made in the 

® These lecoimnendations are from Facing the Tax Problem, New York, Twentietii 
Century Fund, 1937. 
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past in presenting tlie theory of the incidence of the tax on land, but iii 
the majority of the cases which are of practical importance the tendency 
as stated above is clearly observable. 

The incidence of the tax tends to be quite different when it falls on 
buildings, rather than land itself. A tax on buildings tends to fall upon the 
tenant rather than on the owner, unless these hvo happen to be the same 
person. Buildings are simply one form of the investment of capital, and if 
a tax is imposed which temporarily falls upon the owners and makes the 
return from this investment smaller than that which can be obtained in 
other lines, the tax tends to be shifted. The process of shifting is a long-' 
run process, and comes about through an exodus of capital from the taxed 
form of investment, which enables the capital that remains in this line to 
receive as high a return as it received before the imposition of the tax. 

A tax on buildings, then, seems to be merely one case of tlie taxation of 
capital. In so far as a tax falls upon some lines of investment and not upon 
others, or upon some more heavily than upon others, tliere is a tendency 
for the tax to be shifted through the process outlined in the preceding 
paragraph. In so far as a tax affects all capital alike, its shifting or non- 
shifting depends upon whether, in the long run, the tax is sufficiently high 
to operate as a check upon saving and the accumulation of capital. This 
possibility has already been discussed in connection widi the criticisms of 
progressive taxation. To die extent to which the general property tax is 
imposed on articles of wealth which will be used not as capital in further 
production but merely for personal consumption, the prospect of shifting 
the tax is practically nil, because such articles do not ordinarily enter into 
later price transactions. 

Conclusion.— In referring to the combined taxation systems of federal, 
state, and local governments, it is necessary to admit that taxation in the 
United States is on the whole regressive in operation, and does not con- 
form satisfactorily to the principle of ability to pay. In other words, by far 
the larger part of our total tax revenue is received from taxes which take 
a larger ‘percentage of small than of large incomes. To be sure, the rates 
of income and estate or inheritance taxes are ordinarily progressive, and 
sometimes highly so, and some writers claim that these taxes are suffi- 
ciently progressive to make the whole tax burden progressive for people 
who must pay these types of taxes. The tax burden is, however, admittedly 
regressive for all who do not have to pay income and inheritance taxes, 
and these progressive taxes have been paid in the past by a small minority 
of our total population of taxpayers. 

It follows that, according to our principles of taxation, much of the 
revenue which is raised by regressive taxes might better be obtained by 
progressive taxation, if true ability to pay is to be our basis for the dis- 
tribution of the tax burden. It also follows that further increases in tax 
revenue, when necessary, should be obtained by a further application of 



292 ECONOMICS: PRINCIPLES AND PROBLEMS 

5. What are the other requisites of a sound tax ^stem? 

6. is the principle of ability to pay considered superior to other principles 
as a basis for distributing the burden of taxation? 

7. What is at present the most generally accepted indicator of ability to pay? 
Why? 

8. Does taxation accordingto ability to pay point to regressive, proportional, 
or progressive taxation? Explain. 

9. What is meant by equal samfice, least agg^reg^te sacrifice, and net utility 
of income? 

10. State and criticize the objections to progressive taxation. 

11. Distinguish between direct and indirect taxes. 

12. List the principal sources of federal revenue. 

13. What are the principal characteristics of the personal income tax as ap- 
plied by the federal government? 

14. Comment on die merits and defects of our federal personal income tax. 

15. Is the personal income tax a direct or indirect tax? Why? 

16. Describe the federal corporate income tax. Why do some people object to 
this tax? Explain. 

17. Does this tax lead to double taxation? Why?- 

18. Is double taxation always objectionable? Why? 

19. Explain how the capital stock tax and the declared value excess profits 

tax work in combination. • 

20. Compare the declared value excess profits tax with the excess profits tax 
of 1940. • 

21. How does the federal government tax estates? Explain. 

22. State and answer the cnief objections which are raised against the federal 
estate tax. 

23. 'What are excise taxes and who bears their burden? Explain. 

24. Are excise taxes desirable in themselves? "Why? 

25. Comment on the importance and desirabili^ of customs duties in out 
federal tax system. 

26. Criticize the federal tax ^stem as a whole. 

27. Describe the principal somces of state tax revenue and criticize state 
tax systems as a whole. 

28. 'What is the sales tax and how is it used? Is it a desirable tax? E^lain. 

29. 'What are the principal sources of city revenues? 

30. In what respects is the general property tax defective? 

31. What steps may be taken to avoid die difficulties which have been ex- 
perienced with the general property tax? 

32. What is the incidence of the general property tax? Explain. 

83. How does the combined tax system of federal, state, and local govern- 
ments measure up to the tests of a sound system of taxation? Eiqifein. 
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CHAPTER 45 


AGRICULTURE 


The wide publicity given the agricultural problem has made most Ameri- 
cans aware of its existence, but -there are many who do not take this 
problem seriously. They regard our farmers as no worse off than many 
other enterprisers, but a good deal noisier about such troubles, as they 
have. It is likely that this attitude results from a lack of understanding of 
the situation. It is diflScult to believe that anyone who is tlioroughly fa- 
miliar with the importance of American agriculture, and the nature of its 
difficulties, could fail to see die seriousness of diis problem. 

The Importance of American Agriculture.— Agriculture, in addition to 
being our principal source of food, is important also as a source of raw 
materials used in manufacturing industries. The farm population in 1935 
was 31,801,000, or 25 per cent of our estimated total population. In the 
same year, out of a total acreage of 1,903,217,000, some 1,054,515,000 
acres, or 55.4 per cent, were in farms. There were, in that year, 6,812,350 
American farms, and the total value of all farm property was close to 
$40,000,000,000.^ The gainfully employed in agriculture in 1930 num- 
bered 10,471,998 persons, or 21.4 per cent of the total for the country. 
The number of gainfully employed in agriculture was greater than in any 
other branch of economic activity except manufacturing, in which the 
total was 14,110,652, or about 35 per cent greater than in agriculture.® 

Clearly, an industry as extensive as agriculture is of great importance 
to other industries and to the country as a whole, and not merely to those 
who devote their energies direcdy to it. It is difficult for manufacturing 
industries or other economic activities to prosper when the farmers’ in- 
come is greatly reduced, or for the nation as a whole to achieve a high 
level of economic welfare with American agriculture on the verge of eco- 
nomic ruin. And this was the condition that prevailed in our farming in- 
dustry in the great depression following 1929. 

^Department of Commerce, Bureau of Foreign and Domestic Commerce, Sta- 
t^ical Abstract of the United States, 1840, Washington, Government Printing Office, 
1941, p. 634. ° 

* Ifeid., p. 57. 
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The Causes of the Fabm Problem 

The main problem of agriculture, or at least the one which is best 
1 al 0 ^vn, is the imfavorable price-cost relationship for major farm products, 
and the unsatisfactory general levels of farm income which have prevailed 
since the first World War. But the farm problem is in reality a group of 
closely related problems, which include soil erosion, dust and flood con- 
trol, Ae migration of farm workers, farm debts, farm credit, tax delin- 
quency, share-cropping, farm tenanry, and many other matters. Our 
discussion ^vill deal for the most part wth the main problems of price- 
cost relationships. 

The Question of Overproduction.— The main farm problem was not 
wholly a product of the post-1929 depression. It had existed in more or 
less serious form at least since the end of the World War in 1918, and was 
merely intensified by the depression. If a large number of indiwduals 
selected at random were asked to name in a word the cause of the farm 
problem, it is probable that the majority would blame overproduction. 
Let us see what this term means, as appBed to the agriculture problem. 
It is practically certain that this country has not in recent years had an ' 
overproduction of farm products, in the sense of more farm goods than 
our people would have wTllingly used if they could have obtained them 
wthout pajunent And it seems equally likely that our total farm output 
of recent years could have found purchasers at some price or other. 

'\^fllatever overproduction has occurred has been overproduction in the 
sense that the quantities of farm goods drat have been turned out have 
not been salable at prices which would cover dieir costs of production, in 
the economic sense. As a consequence, large surpluses of some kinds of 
farm products accumulated, and in the matter of real income die farmers 
steadfly lost out^ as compared with other types of American producers. 
Many factors contributed to bring about this unfortunate and inequitable 
situation. 

The War Demand for Farm Products.— The tremendous foreign de- 
mand for American farm products, during and inunediately after the first 
World War, gave a great stimulus to agricultural production in tins coun- 
tr}'. The countries at war had to take many men, and in some cases much 
land, out of agricultural production, with the result that the output of 
farm products, especially in Europe, fell off greatiy. The countries af- 
fected were anxious to buy at high and even exorbitant prices all the farm 
products that we of the United States would send them. Hence, the war 
period was one of rapid increase in the foreign demand for our agricul- 
tural produce. 

Supply Changes.— On tire supply side, important changes took place at 
. about the same time. In the first place, tire mechanization of agriculture 
developed rapidly. The tractor came into more general use on tire farm 
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during this period, and made possible the development and utilization of 
larger, more complicated, and more efiBcient farming implements of other 
types than had previously been used. Again, methods of cultivation were 
improved under the guidance of the United States Department of Agri- 
culture. Our farmers learned much about the control of insect pests and 
other crop parasites, the benefits of seed selection and proper fertiliza- 
tion, and the most improved methods of animal breeding and feeding. 
Finally, as a result of the favorable price situation, the improved methods 
of cultivation, and the mechanization of the farms, still other changes in 
agriculture took place. It now became feasible to bring under cultiva- 
tion land areas which had been too poor to use under former conditions. 
Farmers were encouraged to specialize in raising money crops for the 
market, instead of continuing to engage in diversified farming. The in- 
creasing use of mechanical power, both on and off the farm, reduced the 
amount of land needed to produce feed crops for animals, and the land 
released in this way was often devoted to producing more of the great 
staple money crops. Under the influence of these demand and supply con- 
ditions, farm production in the United States increased by leaps and 
bounds. 

Changes in Agricultural Production.— If the years 1910 to 1914 are used 
as a base period, with an index number of 100, the index number of total 
crop production in the United States rose from 97 in 1916 to 116 in 1920. 
Wheat production, which amounted to 655 million bushels in 1916, in- 
creased to 952 million bushels in 1919. Cotton production, which was 
about 11.5 million bales in 1916, increased to about 13.5 million bales in 
1920. Com production rose from 2425 million bushels in 1916 to 3071 
million bushels in 1920. Tobacco production increased from 1207 million 
pounds in 1916 to 1509 million in 1920. Finally, pork production, which 
averaged 5715 million pounds annually from 1911 to 1915, averaged 6544 
million pounds annually from 1916 to 1920.® 

Changes in Acreage.— In view of these considerable changes in output, 
increases in the acreage devoted to these products were not very striking. 
To be sure, the area used in wheat production increased from the annual 
1911-15 average of 53 million acres to 74 million acres in 1919, while that 
used for tobacco increased from the annual 1911—15 average of 1286 
thousand acres to 1959 thousand acres in 1919. On the other hand, the 
com crop, which used an average of 100 million acres from 1911 to 1915, 
averaged only 102 million acres from 1916 to 1920, while cotton had an 
annual average of 34 million acres both from 1911 to 1915 and from 1916 
to 1920.® 

Changes in Agricultural Exports.— Our exports of wheat, which aver- 
aged 129 milhon bushels annually from 1914 to 1916, averaged 156 mil* 


® Statistical Abstract of the United States, 193S, pp. 617-622, 
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ing influence on the market for farm products, and the adoption of pro- 
hibition may have had a similar effect. 

At any rate, the total demand for American farm products fell off 
within a few years after the first World War. In the face of this decline, 
methods of fanning apparently continued to improve and the trend in 
agricultural output was upward (or, at least, stable) until well after the 
beginning of the depression in 1929. Com acreage, which averaged 102 
millions from 1916 to 1920, amoimted to 101 millions in 1930, 108 mil- 
lions in 1931, and 109 millions in 1932 at tlie depth of the depression. 
Wheat acreage, wliich had only once been above 65 millions, w;as 63 mil- 
lions in 1930 and 57 millions in 1931 and 1932. Cotton acreage, whic*' 
amounted to 33 millions in 1919, increased to 45 millions in 1926, and was 
39 millions in 1931 and 36 millions in 1932. Tobacco production, which 
used 1959 thousand acres in 1919, used 2112 thousand in 1930, 2000 thou- 
sand in 1931, and 1409 thousand in 1932.® 

Agricultural Production and Exports.— The index number of total crop 
production in the United States which had been 116 at the peak of de- 
mand in 1920, on the basis of 1909-14 as 100, was still 110 in 1931 and 
108 in 1932. Production of some individual staple crops was still worse, 
from the point of view of excessive output. Com production, which had 
exceeded 3000 million bushels only once since 1914, was still 2589 million 
bushels in 1931 and 2907 million bushels in 1932. Wheat production, 
which had totaled 952 million bushels in 1919, was 932 million bushels in 
1931 and 746 million bushels in 1932. Cotton production, which reached 
13.5 million bales in 1920, had increased to 17.1 million bales in 1931 and 
was still 13 million bales in 1932. Tobacco production, with 1386 million 
pounds, on the average, from 1916 to 1920, was 1647 million poimds in 
1930 and 1584 million pounds in 1931. Finally, pork production, which 
averaged 6544 million pounds annually from 1916 to 1920, was 7831 mil- 
lion pounds in 1931 and 1932.® 

At the same time, exports of farm products declined sharply from war 
and early post-war levels. Cotton exports^ made tire most favorable show- 
ing, since they declined from a peak of 10.9 million bales in 1926 merely 
to 8.7 and 8.4 million bales in 1931 and 1932, respectively. Tobacco ex- 
ports, which totaled 648 million pounds in 1920, declined to 591 and 432 
million pounds in 1931 and 1932, respectively. Com exports, which had 
amounted to 179 million bushels in 1921, declined to 3 million bushels in 
1930, 4 million in 1931, and 9 million in 1932. Wheat exports, which had 
reached a peak of 293 million bushels in 1921, declined to 92 million 
bushels in 1930, 76 million in 1931, and 97 million in 1932.’ 

Farm Income.— With the output of important staple crops changing 
only slightly despite the loss of export markets and depression conditions 
at home, the farm income of the United States fell seriously in the years 

« ibid., pp. 617-622. 1 1bid., pp. 458-461. 
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following 1929. The total fann value of the com crop, which was $4,- 
035,000,000 in 1919, was only $831,000,000 in 1931 and $925,000,000 in 
1932. The value of the wheat crop declined from $2,059,000,000 in 1919 
to $364,000,000 in 1931 and $283,000,000 in 1932. The value of the tobacco 
crop fell from $288,000,000 in 1923 to $130,000,000 in 1931 and $108,- 
000,000 in 1932. The value of the cotton crop, \vhich was $2,020,000,000 
in 1919, was only $483,000,000 in 1931 and $424,000,000 in 1932.® The 
tremendous declines in value suggest that the demands for these prod- 
ucts were inelastic. An illiistration is afforded by the cotton crop, which 
brought in $2,020,000,000 in 1919 from the sale of 11,411,000 bales, while 
it pelded only $483,000,000 in 1931 for 17,096,000 bales. However, since 
these results occurred at different times and under different conditions of 
demand and of general business, they are not an example of inelasticity 
of demand in the strictly theoretical sense. 

The total gross farm income of the United States, which reached a peak 
of $16,935,000,000 in 1919 and was stiU $11,941,000,000 in 1929, fell to 
$6,968,000,000 in 1931 and to $5,337,000,000 in 1932. The total cash in- 
come available to friimers, after paying wages to hired labor, interest, 
taxes, and various operating expenses, was $4,890,000,000 in 1929, but 
declined to $2,091,000,000 in 1931 and to $1,473,000,000 in 1932.® The 
effects of the decline in farm income were die more severe because the 
prices received by farmers for their products fell faster and further than 
the prices paid by farmers for the goods diey bought. Many of our manu- 
facturing industries, by virtue of their monopolistic or semi-monopolistic 
situations, were able to keep prices relatively stable during the depres- 
sion and take their losses in the form of idle plant and equipment rather 
than by selling-their products at low prices. If, in the face of a declining 
national income, some prices refuse to fall, the effect is to depress other, 
competitive prices to a greater extent than would otherwise be neces- 
sary. The farm industry, being operated by millions of independent en- 
terprisers, was unable to protect itself in this situation, and the fall in 
farm prices was disastrous. 

Farm and Odier Prices.— If the years from 1909 to 1914 are taken as a 
base period for both index numbers, the index number of prices received 
by farmers has never been as high since 1920 as the index number of 
prices paid by farmers. In the prosperous days of 1929, prices paid by 
farmers stood at 153, while those received by farmers were at 146. In 1931, 
prices received by farmers were at 87, while those paid by farmers were 
Nat 124, and in 1932 the two index numbers were 65 and 107, respectively.^ 
The ratio between these index numbers in 1932 was 61. This means that 
in that year the farmer, by giving up products worth $1.00 in terms of 
the base period, could obtain other products worth 61 cents in terms of 
the same period. 

8 Ibid., pp. 617-622. » Ibid., p. 590. 1 ® Ibid., pp. 6S0, 68L 
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Expressed in slightly different terms, it may be said that, from 1929 to 
the spring of 1933, tire output of farm products declined only 6 per cent, 
while the prices of these products dropped 63 per cent. In the same pe- 
riod, the output of farm implements dropped 80 per cent, of motor 
vehicles 80 per cent, of cement 65 per cent, of iron and steel 83 per cent, 
and of automobile tires 70 per cent. However, the prices of farm imple- 
ments in this period declined only 6 per cent, of automobiles 16 per cent, 
of cement 18 per cent, of iron and steel 20 per cent, and of automobile 
tires 33 per cent.^^ Since the cost of marketing farm products is relatively 
fixed, the reductions in the market prices of these products came out of 
the money incomes of the farmers. Hence the purchasing power of the 
farmer was greatly reduced during the depression. 

The Insensitiveness of Farming.— Two important questions should be 
raised at this point. The first of tliese is, Why did not the farm industry, 
like the manufacturing industries, recognize the existence of unfavorable 
demand conditions and reduce output all along the line? And tlie second 
question is. Would not the farm problem have solved itself eventually 
trough the operation of natural economic forces, such as the business 
failure of increasing numbers of farmers and the gradual reduction of the 
acreage in cultivation and, hence, in the size of crops? 

In answer to these questions, it may be said that farming is apparently 
less sensitive than most industries to changes in demand conditions and 
the prices of its products. When manufacturers can no longer make ends 
meet, they fail and their output is withdraNvn from the market. Or, in 
some instances, manufacturing concerns, before reaching the failure stage, 
decide to cooperate with one another in the reduction of output and 
maintenance of pric^es. The farmer seldom fails. Those who have lent him 
money are usually lenient in allowing him to continue in business, even 
though he defardts on his obligations. Even when he loses his farm 
through mortgage foreclosure, he is often permitted to remain on the 
land and cniltivate it. Moreover, it is practically impossible for the many 
independent growers of a crop to cooperate with one another voluntarily 
to restrict output and maintain prices as manufacturers are given to doing. 

So long as the farmer can stay on the land, he is likely to keep on pro- 
ducing to the utmost of his ability. Interest and taxes bulk large among 
his money expenses. These are in the nature of fixed costs and c^annot be 
reduced easily, if at all. When the prices of his products fall, he can save 
comparatively little by cutting down output. Therefore, falling prices for 
farm products may lead to increased, rather than decreased, farm pro- 
duction, since it takes more bushels of wheat or pounds of cotton to pay 
a given amount in taxes or interest when farm prices are low than when 
they are high. 

^United States Department of Agriculture, Yearbook of Aericulture, 193S, Wash 
Ington, Government Printine Office, 1935, p. 5. 
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tation, is no longer able to hold die moisture which it receives at times. 
A considerable part of the rainfall runs off tire surface, provides but little 
moisture for plant growth, and carries away with it many tons of fertile 
soil. But in the -past several years soil erosion by wind has perhaps ex- 
ceeded erosion by water in its destructive effects. Some of the severe dust 
storms originating in our western states have moved eastward to the At- 
lantic coast and passed out to sea, bearing with them untold thousands of 
tons of valuable soil whirling about in the air at a height of two to three 
miles. 

According to government reports, soil erosion has ruined some 50,- 
000,000 acres of farm land and badly damaged 50,000,000 acres more, 
whfle much additional land is in serious danger. Erosion dissipates fertile 
soil through dust storms, piles up soil on the lower slopes, spreads poor 
subsoil over rich bottom lands, increases the danger of floods, and robs 
wild animal life of essential food and cover. It also leads to the silting and 
sedimentation of stream channels, reservoirs, dams, ditches, and harbors, 
and damages roads, railways, irrigation worhs, power plants, and public 
water supplies.^ 

Soil erosion is said to be largely the result of overcropping— an unsound 
practice *which, besides leading to erosion, makes the tillage of the soil 
more difficult, reduces its content of plant food, and increases the danger 
of drought. Depletion of the soil has been especially serious in die South, 
where an average of 80 per cent of the agricultural land has been kept in 
soil-depleting crops. Such crops as cotton and com leave the land bare in 
the winter season and highly subject to erosion under the influence of the 
moderate climate and heavy rainfall.” 

Methods have been devised for controlling soil erosion, but it is diffi- 
cult to accomplish much through individual action, since the average 
farmer lacks the necessary skill, the financial means, and even the incen- 
tive to attempt erosion control. Since erosion is caused, or at least facili- 
tated, by unwise use of the soil, it is directly related to the main agricul- 
tural problem. It is possible to prevent or greatly reduce soil erosion by 
putting land into such dose-growing crops as alfalfa or bluegrass, but it 
is difficult for fanners to do this when their economic situation is so acute 
that they need all their land for money crops, such as wheat or cotton. 
Even the rotation of soil-protecting ra’ops with money crops in alternate 
years would be helpful in checking soil erosion; but when farmers need, 
year after year, every penny that they can scrape together, they are likely 
to plant money crops continuously and let nature take its vengeance. In 
any case, the individual farmer usually feels that he can do little about 
soil erosion without the cooperation of other farmers. The methods of 
handling soil erosion, and the present program of the federal government, 
will be described in the next chapt^. ' 

“ Yearbook of Agriculture, 1937, p. 19 et seq. “ Ibid., p. 13. 



303 




i-Vot the ?-- .cified hy ' . ji„«ression> 


depie! 

solve 


s-e a» ?»»- *c Brf in ^ 

^ '^■^ra of oP'^f (he '^“'^anOB 00®^^ did o« 

duty mesdc®^^^ c ^ t *6 hotee quati' 

nrSec* loi iiopo^ rtticolwr^^ S°° , t- prices, 


jpa » — , ^vas ti»'= “"a ^ave D®®^ . to 

reahy '^^tfc^ex vroiii h {oieig®®^® pToduce- ^veie ?t®' 

tdpfoS f ° W’" f^j^Hvere fostoS 

((ttetnpfo tjnned in -gipped io flgogen Anh 

dttcing ““^jnaiVeB. n#® "'“'J^ese, *e ’*^'S w\e«ie4' on <>« 

«ga of a«?}";lgat Coolaif- .onfeo o'^gijg (onds » tb 


s®® f« ae«=^;s:ii» 

dan rir Tuaihet ann ^ second j v,eutoie cet- 

“off Wintios. ® ^ gqgal *o^“gdto*“ 

«“ ® 't^no® '>y ^^e f>onna«,'2^M,d&e?a^2ag,ai gove®' 
of «^ Can* „(V'?“*’L?.^iedby *f' ayn®'^^, 

fo^«'?J^i'ooidin*^!dpy®>=^&an( BO^^^ ^c*. and^ 


domes»° :^cates dieie '’"‘^“‘’'-ce ^® 

naaaed by ^ get np nse » ^ion «“ rf o® ^'“g 

^“S'aoiiviiy oo^gg «heat and 



304 ECONOMICS: PRINCIPLES AND PROBLEMS 

commodities in warehouses. For a time, the Board had some success in 
producing artificially high prices for these articles, but it failed eventually 
because it attempted to provide high prices for farm products without 
putting any effective check upon agricultural production. Naturally, the 
financially embarrassed farmers, with no restrictions on production, were 
stimulated by the high prices to increase their output. It seems likely that 
the equalization fee and debenture plans would, like the Agricultural 
Marketing Act, have proved defective as solutions of Uie farm problem. 

The Farm CivEorr Policies of the Roose\tslt 
Administoation 

In tire presidential campaign of 1932, the Democratic party promised 
real relief to American farmers; and it must be said tliat the Roosevelt 
administration has been untiring in its efforts to find a way out for tlie 
farmers, however ill advised certain of its policies may seem to some peo- 
ple. The discussion of the policies of the administration will be divided 
between the present and the following chapters. 

The Farm Credit Administration.-^cveral steps were taken by the 
Roosevelt administration, in its first year in power, to provide debt relief 
and additional credit facilities for farmers. Tlie Farm Credit Administra- 
tion was formed in 1933 by executive order for llic purpose of bringing a 
number of existing farm credit agencies under one head, and administer- 
ing the emergency legislation. Operating under die Farm Credit Act, it 
helped farmers to develop a system of several hundred local production 
credit associations, to prowde fanners unth production and marketing 
credit at low cost. These associations make loans to farmers on crop and 
chattel security and charge interest rates of approximately 5 per cent, 
which is some 2 or 3 per cent less than private agencies would charge for 
the same type of credit 

Emergency Farm Mortgage Legislation.—As has been suggested, the 
farm mortgage situation during tlie depression was desperate. In 1932, 
farm mortgage debts amounted to 8.5 billion dollars, out of a total farm 
debt of 12 billion dollars. Tlie total debt was more tlian twice the amount 
of the gross farm income of 1932, and about equal to that of 1929. Under 
the Emergency Farm Mortgage Act, tlie Farm Credit Administration re- 
organized the Federal Land Bank System and set about refinancing farm 
mortgage debts, The Act authorized for tliis purpose tlie issuance of two 
billion dollars’ worth of new Federal Farm Loan Bonds, on whidi the fed- 
eral government guaranteed interest at the rate of 4 per cent. The pro- 
ceeds of the bond issue were used to make new loans to farmers or to 
purchase their mortgages, while some bonds were exchanged directly for 
mortgages. 

^ The holders of farm mortgages, anxious for settlement after a long pe- 
riod of waiting, were sometimes willing to scale down their claims. Such 
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reductions were obligatory in some cases, for the Land Bank loans, with 
prior liens, could not exceed 75 per cent of the normal value of the prop- 
erly given as secmity. In any event, after the mortgages were taken over 
by the government, ie process of refinancing began. These new mortgage 
obligations of the farmers were to be liquidated over a long period of 
years, and no payments on the principal had to be made for five years. 
The interest charge was not to exceed 4 J 2 per cent, as compared with 5 
to 6/2 per cent formerly paid by farmers. By the end of 1939, agencies of 
the Farm Credit Adniinistration were still holding farm mortgage loans 
to the amount of $2,595,535,000.“ 

Mortgage Moratoriums.— The original Frazier-Lemke Act provided a 
five-year moratorium on a farmers obligation, if it proved impossible to 
reduce his debt to a sum which would permit him to pay off his mort- 
gage. That is, under the law, a farmers property could not be taken 
through foreclosiure wthin a five-year period, provided the farmer paid 
a reasonable rental to the creditor during this time. After five years, the 
farmer could obtain a clear title to his mortgaged property by pajing its 
appraised value, regardless of the amount of tire obligation specified in the 
original mortgage. However, this Act was declared unconstitutional in 
May, 1935, by unanimous vote of the Supreme Court. It was said to violate 
the Fifth Amendment to the Constitution, by taking from the mortgage 
holder some of his specific rights in the property which secured the mort- 
gage, wthout just compensation. 

Undaimted by this experience. Congress passed a new Frazier-Lemke 
Act later in 1935. Under this Act, a farmer, freed wth foreclosiure and 
unable to get a reduction in his mortgage obligations by direct dealings 
with his creditors, could apply to the courts to declare him a bankrupt. 

* The court dealing ivith his case was given the power to stay all legal pro- 
ceedings against the farmer for a period of three years, during which time 
he could retain possession and use of the mortgaged property by paying 
a reasonable rental. At any time during the three years, the court could 
order an appraisal of the mortgaged proper^' and the farmer could ob- 
tain full title to it by paying the appraised value, regardless of the amount 
of the mortgage obligation. 

To protect Ae rights of creditors, which were damaged by the original 
Act, the new law provided that any creditor who had as security a lien 
on the property could demand that it be sold at public auction. In this 
case, the coiut was required to conduct such a sale after due notice, but 
die former owner was thereafter to be given ninety days ivifrun which he 
could recover full title to his propert)’^ by pa)Tng the auction price, plus 
interest at 5 per cent. In the spring of 1937, this Act too was passed upon 
by the Supreme Cour^ and was declared constitutional. The Comt re- 
alized that the new law sought to attain its ends in a somewhat different 

^Statistical Abstract of the United States, 1940, p. 278. 
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way, and decided that it avoided many of the defects of the original Act. 
Still anotlier Frazier-Lemke Bill was introduced in Congress at the 1936 
session, but failed to pass. 

The Desirability of Debt Relief.— We have emphasized the fact tliat the 
farmers difficulties arose from the necessity of .paying a fixed amount of 
principal and interest while his income declined sharply because of the 
depression. If the government was to help out, here was at least one de- 
sirable point of attack. Of course, it may be argued that there was no 
reason to give the farmers preferential treatment in this respect; but it 
should be remembered that home owners otlier than farmers were given 
similar relief tlirough tlie Home Owners' Loan Corporation, and many 
types of business men were given financial assistance through the Recon- 
struction Finance Corporation. Tliere has been some question a.s to die 
safety of the funds invested by the government in refinancing farmers’ 
mortgages. If agricultural conditions are no better in the future than in 
the past, tliis money may not be recoverable, and may have to be written 
off as a subsidy to agriculture. Tlie debt program is, of course, related in- 
directly to the main agricultural adjustment program. With the pressure 
of debt obligations reduced, tlie farmers no longer feel it imperative to 
keep every possible acre of soil planted to money crops, and are wiling 
to cooperate in a program for controlling agricultural production. By 
many people, the debt relief program is credited witli preventing the com- 
plete financial breakdown of the farm industry. 

The Commodity Credit Corporation.— In late 1933, the Commodity 
Credit Corporation was set up for the purpose of making loans to farm- 
ers on their holdings of specified crops. It could lend a farmer 10 cents a 
pound on his cotton, without liability to him, if he would agree to take 
part in the 1934 acreage reduction program. A similar offer was made 
available for com growers after the com-hog adjustment program had 
been set up. That is, in states where com could be held on the farm under 
seal, secured by warehouse receipts, the growers could secure a loan of 
50 cents a bushel on their holdings, provided diey agreed to cooperate 
in the agricultural adjustment program in the followng year. These pro- 
visions for loans assured the growers a certain return for their products, 
and also enabled them to gain by any increases in prices which might 
result from the operation of the agricultural adjustment program. 

Thus, we see that the work of the Commodity Credit Corporation was 
closely tied up with that of the Agricultural Adjustment Administration. 
If loans had not been made available to the farmers, they probably would 
have had to throw their crops on the market for whatever they would 
bring, thus depressing the prices of these products still furtlier, or at least 
keeping the prices from rising. The loans made it possible for farmers to 
vwthhold a part of their current production from the market, and thus 
aided the Administration in realizing its object of raising the prices of 
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these agricultural products. -In several recent years, some of the farm 
credit agencies received in repayments larger sums than they paid out in 
new loans, 'but this trend was revereed during the business recession of 
1938, under the influence of the new agricultural program of that year. 

Aims and Methods of the Acticultobai. Adjustment Fbogram 

The principal aim of the Roosevelt administration in aiding American 
farmers was to increase farm incomes and purchasing power by control- 
ling production and raising prices. This aim was to be accomplished 
through the administration of the Agricultural Adjustment Act of 1933. 
The preamble to this law declared that the great depression was caused 
in part by the severe and increasing disparity between the prices of agri- 
cultural products and other commodities: for this disparity had largely 
destroyed the power of the farmers to pmrchase manufactured products, 
had interfered wth the orderly exchange of commodities, and had seri- 
ously impaired the agricultural assets supporting the national credit struc- 
ture. Thus it was held necessary, for recovery purposes, to enact legisla- 
tion for the beneflt of the farmers. 

The Purpose of the' Agricultural Adjustment Act.— The Act declared 
that is was the policy of Congress to establish and maintain a relationship 
between the production and consumption of farm products which would 
bring the prices received by farmere to such a level as to give these farm 
products a purcbasing power, in terms of the commodities that farmers 
buy, equivalent to the purchasing power of the farm products in the ‘base 
period.” This was the five years preceding the first World War, or from 
the middle of 1909 to the middle of 1914, except in the case of tobacco. 
The policy was to be put* into effect as rapidly as possible. The interests 
of consumers were to be protected by seeing to it that the adjustment of 
farm production did not raise the percentage of the consumers’ total retail 
expenditures which farmers received above the percentage which they 
received during the base period. 

The Reduction of Output.— To achieve ^the objects of this legislation, 
the Secretary of Agriculture was empowered to arrange for reductions in 
the output of basic agricultural commodities, by making agreements \vith 
farmers to cut down acreage and paying them rentals or benefits in return 
for such cooperation. The amount of reduction required in the case of 
specific farm products, and the amount of benefit or rental payments, 
were to be determined by the Secretary of Agriculture. 

The Processing Taxes.— To secure funds with which to administer the 
Act and pay benefits to farmers, the Secretary was authorized to levy 
taxes upon the first processors of these basic farm products. The process- 
ing tax on each product was to equal the difference between its current 
average farm price and its “fair exchange value”— that is, a price which 
•would give the seller as much purchasing power as its sale would have 
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given during the base period 1909-14. Plowever, if it developed Aat this 
rate of tax would not prevent the accumulation of a surplus stock of com- 
modity, a higher or lower tax rate could be charged. 

Tire Cotton Options.— An alternative form of treatment was provided 
for cotton growers. The Secretary was empowered to sell, to any cotton 
grower, options on cotton held by the government up to 30 per cent of 
die grower’s production in the previous year, providing the grower agreed 
to reduce his current production by the same amount. When the price 
of cotton advanced because of the reduction in acreage, the grower 
would be enabled to reap a profit on the options taken at a lower 
price. 

Marketing Agreements and Licenses.— As an alternative form of control, 
the Secretary was pemiitted to enter into marketing agreements with 
processors, associations of producers, and others engaged in handling 
agricultural commodities or products thereof in interstate commerce, -and 
to require these persons to obtain licenses authorizing them to carry on 
their customary activities in connection with these or competing prod- 
ucts. These licenses might be suspended or revoked for cause, and the 
licensees could be required to furnish detailed information as to their 
business transactions in these products. 

The Opeeation of toe AGiucuLTunAi. Adjustment Act 

The Basic Commodities.— The commodities specifically mentioned as 
basic in the original Act were wheat, cotton, field com, hogs, rice, tobacco, 
and milk and its products. It should not be inferred, however, diat rental 
pa)nnents for acreage reduction were made to farmers and processing 
taxes applied in the case of each of these products. As a matter of fact, 
processing taxes were placed on only wheat, cotton, hogs, and tobacco. 
The tax on hogs was supposed to cover benefit payments to both hog 
raisers and com growers, since most com is fed directly to hogs and com- 
paratively little is processed for human consumption. 

Emergency Restrictions of Output.— It was impossible to get the sys- 
tem of benefit payments and processing taxes into efiFective operation 
before the crop year 1934, so that emergency programs were* adopted for 
some crops in 1933, notably in the case of hogs and cotton. More than 
six million sows and little pigs were purchased by the Agricultural Ad-, 
justment Administration, to reduce the amount of pork which would be 
marketed in following months. The edible pork products derived from 
the slaughter of these animals were given to the Federal Emergency Re- 
lief Administration for distribution among the unemployed. In the case 
of cotton, arrangements were made to remunerate the growers for plow- 
ing under some ten million acres of the 1933 crop, since it was too late to 
restrict the acreage planted. 'Though it was the policy of the Administra- 
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fion to avoid the destruction of commodities already produced or grow- 
ing, it ^vas drought that the seriously low prices of hogs and cotton did 
not make it feasible to delay action until 1934. 

The 1934 Reduction Program.— For die year 1934, contracts were signed 
with the producers of cotton, wheats tobacco, com, and hogs, providing 
for the restriction of production in varying amoimts. At the time it was 
thought desirable to reduce the output of cotton by 40 per cent^ of wheat 
by 15 per ceni^ of com by 20 per cent, and of hogs by 25 per cent. We 
may get an idea of the operation of the reduction program by noting its 
operation in the case of cotton. 

According to the Secretary of Agriculture, about 1,010,000 contracts 
were signed with individual cotton growers affecting the 1934 crop. Every 
grower of cotton who accepted the plan promised to reduce his acreage 
planted to cotton by not less than 35 per cent or more than 45 per cent 
of his average acreage during the preceding five years; and these idle 
acres he leased to the Secretary of Agriculture. The grower also agreed 
to reduce his cotton acreage in 1935 by not more than 25 per cent on the 
basis of his five-year average, if the Secretary decided that crop reduc- 
tion was necessary in that year. He promised, also, not to increase his total 
acreage of aU crops, after deducting the contracted reduction in cotton 
acreage; not to increase his acreage in other “basic conunodities”; and to 
use the land rented by the Secretary only for such purposes as might meet 
wth the approval of that offidaL 

In retiun for his cooperation in the respects outlined above, the cot- 
ton grower was to receive from the government a benefit or rental pay- 
ment which would amount, on the average, to about 432 cents per pound 
on the cotton which would have been gro\vn on the land rented to the 
Secretary, based upon the five-year average production for 1928 to 1932. 
Since cotton production during this period averaged about 174 pounds 
an acre, this meant a payment of $7.85, on the average, per acre of land 
removed from cultivation. If considered as rent alone, this would have 
been quite a heavy payment for the land, but it was intended also to com- 
pensate cotton growers for labor and capital withheld from production. 
The necessary revenue to pay these benefits was to be raised through 
taxes levied on the first processors of cotton. Manufacturers of cotton 
goods were required to pay taxes based on the quantity of raw cotton 
entering into their products. Raw cotton sold abroad was not subject to 
the processing ta^ and the producers of manufactured articles containing 
cotton were given a tax refund on ainy of their products that were ex- 
ported. 

During the growing season of 1934, it was feared that the cotton reduc- 
tion program would not be adequate, and Congress passed the Bank- 
head Act providing for the compulsory reduction of the cotton crop. This 
Act proWded a tax of 50 per cent on die value of all cotton raised by any 
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grower in excess of the amount allotted to hun. Individual allotments 
were to total about 10 million bales, and this was the maximum amount 
of cotton which could be marketed free of the 50 per cent tax. Each indi- 
vidual allotment was based upon the growers average production dur- 
ing the preceding five years. A grower was given tax exemption certifi- 
cates to the extent of his allotment, and a degree of elasticity was intro- 
duced into the program by permitting growers who did not produce the 
full amount of their allotments to dispose of their certificates to growers 
whose production exceeded their allotments. However, the actual cotton 
production in 1934 was only 9,636,000 bales. 

The 1,010,000 cotton contracts involved the rental to the government 
of some 14,600,000 acres of cotton land, and required payments to grow- 
ers amounting to $116,686,000. In similar fashion, contracts were signed 
by the Secretary of Agriculture and the growers of other basic commodi- 
ties. Some 289,000 contracts were signed by tobacco growers who con- 
trolled a total base acreage of 1,810,000 acres. Tliese contracts called for 
an average reduction of 34 per cent from base acreage. Over a million 
wheat contracts were signed by growers controlling 78 per cent of ofBcial 
seeded acreage, and involved benefit payments of about $102,000,000. 
Some 1,155,000 com-hog contracts were signed, calling for a reduction 
of 24 per cent from base com acreage. Benefits for adjusting com acreage 
totaled approximately $112,000,000, while those for adjusting hog pro- 
duction amounted to about $204,000,000.” 

Actual Reductions in Acreage.— In the case of most of the basic crops 
in which reduced production was sought, the actual number of acres vwlh- 
held from use was somewhat smaller than the number the contract sign- 
ers had agreed to withdraw. Farmers who had not previously raised the 
basic crops and who consequently did not sign contracts in some in- 
stances decided to produce these commodities, and other producers whose 
acreage in basic crops was so small tliat they did not think it worth while 
to sign contracts expanded their production to some extent. 

Marketing Agreements.— As we have said, not all of the basic com- 
modities were regulated through the adoption of benefit payments and 
processing taxes. The production and prices of these other basic com- 
modities were controlled by marketing agreements. In the case of milk, 
for example, separate agreements were dravm up for the* milk sheds 
which supply various areas of the country. These agreements were usually 
based on previous state or local agreements, and on practices already ,in 
existence in the various milk sheds, and constituted contracts between pro- 
ducers and distributors. The agreements were enforced by issuing licenses 
to all producers and distributors, whether they signed the original agree- 
ment or not. These licenses could be withdrawn for violations. 

relating to the 1934 crop reduction program are taken from the 
yearbook of Agriculture, 193S. 
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to bear a government stamp. A farmer who sold potatoes not properly 
packed, or not bearing a stamp, was subject to a fine of $1000 for the 
first offense and a year’s imprisonment for the second. A buyer of potatoes 
not packaged and stamped was subject to similar penalties, as were also 
any persons who refused to furnish on demand any information they 
possessed about the production and sale of potatoes. Finally, every farmer 
raising more than five bushels of potatoes was required to keep such 
records as the Administration might specify. A storm of protest on the 
part of farmers, consumers, and political writers followed the enact- 
ment of this law. The law was never put into effect, probably because 
of its unpopularity, though ostensibly because of lack of funds for its 
enforcement; for the appropriation of these funds was included in a bill 
which failed to pass the Senate in 1935 as the result of the late Senator 
Huey Long’s last filibuster. 

The Amendments of 1935.— The Agricultural Adjustment Act was 
amended in several respects in 1935. One change was intended to 
strengthen the constitutionality of the Act by replacing the original, 
vague delegation of powers to Ae Secretary of Agriculture with a specific 
statement of these powers. It limited the application of fhe Act to articles 
destined to move in interstate commerce, and ratified and confirmed all 
administrative acts performed under the law prior to the passage of the 
amendments. The amending Act prohibited injunction suits designed to 
prevent the collection of processing taxes and prescribed the means by 
which refunds could be obtained, when justified. The export debenture 
plan was written into the amending Act in permissive form— that is, it 
allowed 30 per cent of the receipts from import duties to be used foi 
subsidizing the exportation of siurpluses of farm products other than 
raw cotton. The licensing of handlers as a means of enforcing marketing 
agreements was discontinued, and price-fixing was eliminated for aU 
commodities except milk. Finally, the Bankhead Cotton Control Act, 
and the similar Kerr-Smith Act for tobacco, were extended for another 
year. 

The Effect of the 1934 Program on Production.— The effect of the 1934 
agricultural adjustment program upon farm output was obscured to 
some extent by the great drought of that year. The combined influence 
of drought and deliberate reduction on the size of certain crops is shown 
in Table 55. The greater part of the reduction in com and wheat was 
probably attributable to Ae drought, while in the case of cotton and 
tobacco it was probably due to the reduction program, since these com- 
modities are produced in states which were not seriously affected by the 
drought. These final crop estimates for 1934 showed that the cotton 
crop of that year was the smallest since 1921, the wheat crop the smallest 
since 1893, and the com crop the smallest since 1881.” Because of 

” New York Times, January 2, 1935. 
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Tabu: BS . — ^PaODUcnoN or Certaet Basic CnoM in 1934 and 1935 Dr Comfaiuson 
WITH 1927-31 A^■HRAGE Production 

(Source : Siatislieal Ahstraet of the United Stales, 1937, pp.C37-641) 


Commodity 

1927-31 

Average Production 

1934 Production 

1935 Production 

Whpsif 

886,000,000 bu. 

2.516.000. 000 bu. 
13,047,000 bales 

1.471.000. 000 Iba. 

526,393,000 bu. 

1.461.123.000 bu. 
9,636,000 bales 

1.081.629.000 lbs. 

626,344,000 bu. ^ 

2.303.747.000 bu. ‘ 
10,638,000 bales 

1.297.155.000 lbs. 


Cotifinn 

Tobacco 



the small crops, our surpluses of these products were greatly reduced. 
For example, on April 1, 1935, stocla of com were only 40 per cent, and 
stocks of wheat 19 per cent, as large as those held at that time in die 
previous year.“ 

The Effect on Prices.— As a result of the smaller crops produced in 
1934, the prices of farm products rose considerably. In Febmary, 1935, 
the Agricultural Adjustment Administration was able to announce that 
the January price level of the fourteen basic agricultural commodities, in- 
cluding the seven on which processing taxes were levied, had practically 
reached the pre-war parity level as a result of die drought, the operation 
of the agricultural adjustment program, and other factors. In that mondi, 
prices for the fourteen products were 126 per cent of pre-war prices, 
putting them virtually on a par with non-agricultural prices. In Febmary, 
1933, the prices of agricultural products had been only about 52 per 
cent of pre-war prices.^ However, this favorable price situation did not 
last long, for the index number of prices received by farmers was 108 
for the year 1935 as a whole, while that of prices paid by fanners was 
125.® 

Farm Income.— The increase in the prices of farm products in 1933 and 
1934 more than ofiFset the reduction in the quantities produced and 
sold, so that the gross farm income of the United States increased from 
$5,337,000,000 in 1932 to $6,406,000,000 in 1933, and to $7,276,000,000 
in 1934."’' The increase over 1932, therefore, was $1,069,000,000 in 1933 
and $1,939,000,000 in 1934, or a total of $3,008,000,000 of surplus income 
over and above the amount the fanners would have received from a 
continuance of the 1932 level of income. Dining 1933 and 1934, the 
total payments to farmers under the Agricultural Adjustment Administra- 
tion amounted to only $629,600,000; so it is clear that most of the im- 
provement in farm income was not a gift from the government. These 

« Ibid.. April 11. 1935. 

“ Ibid., Febniaiy 8, 1935. 

Statistical Abstract of the United States, 1940, p. 673. 

-1 Hew York Times, January 5, 1936. 
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benefit payments were well covered by revenue from tlie processing 
taxes in the amount of $640,900,000“ ' 

The farm situation had improved sufiBciently by the beginning of 1935 
to make it unnecessary to restrict output as greatly as in 1934> As is 
shown in Table 55, the output of wheat, com, cotton, and tobacco all in- 
creased considerably in 1935 as compared witli 1934. However, the 
former surpluses had been so well cleaned up that total farm income 
iricreased to $8,110,000,000 in 1935, despite the increased production. 
It may be said that farmers as a whole benefited in these years under 
the A.A.A. program, though not all classes of fanners gained equally 
and some may not have gained at all. However, the improvement in 
farm income was not due wholly to the agricultural adjustment program, 
for growing conditions in these years, the general recovery of business, 
and other factors played a part. 


1. Give statistics which suggest the importance of agriculture in our economic 
system. 

2. How is the welfare of agriculture connected with that of other industries 
and with the welfare of the nation as a whole? 

3. In what sense has there been an overproduction of farm products in recent 
years? Explain. 

4. What stimulus caused American agriculture to expand production during 
and immediately following the first World War? 

5. What changes in supply conditions in agricultiue were taking place at the 
same time? 

6. Indicate the extent to which agricultural production in the United States 
increased during and just after the first World War. 

7. Was this increase in production due to an expansion in farm acreage? 
Explain. 

8. What happened to our exports of farm products during the same period? 

9. Discuss the change which took place in the income position of agriculture 
dining this period. 

10. What happened to demand conditions for farm products after the World 
War? How were our exports of farm products affected? 

11. Did farm production adjust itself to these changed conditions of demand? 
Explain. 

12. Comment on the fate of farm income and the value of major crops in the 
depression following 1929. 

13. How did the behavior of agricultural output and prices in the depression 
differ from that of output and prices in certain manufacturing industries? 

14. Explain fully what is meant by “the insensitiveness of farming.” 

15. The burden of fixed costs to the fanner grew heavier during the depres- 
sion. Explain. 

16. Would the farm problem have cured itself eventually through the operation 
of natural economic forces? Emlain. 

17. What is the nature of the problem of soil erosion? 

® Ibid., Febraary 8, 1935. 
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18. Show how the problem of soil erosion is related to other phases of the 
agricultural problem. 

19. Could American farmers be assisted by placing high tariff rates on imports 
of farm products? 

20. How were the equalization fee and debenture plans expected to help the 
fanner? Explain. 

21. Discuss the Federal Farm Board experiment. 

22. How did the Emergency Farm Mortgage Act provide debt relief for the 
farmers? Explain. 

23. How did the government attempt to provide further mortgage debt relief 
for the farmers through the first and second Frazier-Lemlce Acts? 

24. What was the fate or these measures, and why? 

25. Was it desirable to give the farmers debt relief in 1933? Explain. 

26. ^Vhat was the function of the Commodity Credit Corporation, and how 
was it related to the main program for agricultural adjustment? 

27. WTiat was the purpose of the Agricultural Adjustment Act? Explain. 

28. WTiat were the principal method by means of which this purpose was to 
be accomplished? 

29. How did the A.A.A. handle the emergency situation in 1933? 

30. Explain tlie 1934 acreage reduction program, giving as many details as 
possible. 

31. How did actual reductions in acreage compare \vith the reductions which 
were’ contracted for? Explain. 

32. How were marketing agreements used by the A.A.A. in controlling certain 
line^ of farm production? 

33. ^Vhy was the number of “basic products” increased in 1934? 

34. WTiat was the nature and eventual fete of the Potato Control Act? 

35. How and why ^vas the Agricultural Adjustment Act amended in 1935? 

36. How was the size of basic crops affected by the AA.A. program of 1934? 

37. What happened to the prices and stocks of basic farm products in the 
early years of the A.A.A.? 

38. How were farm incomes affected in these years? 

References for Fobiher Reading 
See list of references at the end of Chapter 46. 
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Though the original A.A.A. program is a thing of the past, it merits 
our careful examination and appraisal, for the reason that the farm pro- 
gram that succeeded it does not differ greatly from tire original. The 
task of appraisal is rendered diflScult by the fact tliat most of the widely 
circulated criticisms of the administration s farm program were political 
or hysterical (or both) in character. Certain aspects of the program un- 
questionably merited adverse criticism from the economic point of view, 
but some of the sins with which the A.A.A. was charged by newspaper 
and magazine writers were apparently inspired by motives that were 
not strictly scientific. 

‘The Worship of Scarcity.”— Political writers opposed to the Roosevelt 
administration shed bitter tears over the untimely demise of sows and 
little pigs, and the plowing under of growing cotton. Indeed, it seemed 
to many people to be economically unwise, if not downright irreligious, 
to destroy economic goods in the process of production, or otherwise to 
restrict production, when people were going without sufficient food and 
clothing. But from the long-run point of view it appeared to supporters 
of the administration that the process of providing jobs for the unem- 
ployed and those on relief would be hastened by preventing farmers from 
raising such huge quantities of basic farm products as to keep down their 
incomes and make it impossible for them to purchase the products of 
industry. 

It was sometimes asserted that the administration worshiped scarcity 
for its own sake, and was trying to make the nation rich by producing 
less of everything. It is obvious, of course, that in the long run a nation 
becomes prosperous by producing goods in abundance rather than by 
restricting production. We doubt, however, that the administration or 
economically informed people in general believed and intended that 
restriction in agriculture should be a permanent policy. As a temporary 
expedient, it may have been justified. In a severe depression, with a great 
industry as badly maladjusted as was agriculture, it may be desirable to 
practice restriction for a time in order to put the industry once more 
on an equal footing with other industries. When this has been accom- 
plished, the restrictions should of course be removed, and all industries 
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be encouraged to move forward together toward the goal of producing 
an abundance of goods. 

There is some question, also, as to the extent to which the administra- 
tion’s farm program should have been considered one of restriction. The 
five-year period, which was taken as a base, was one of unusually heavy 
production for many of these farm products. If another period had been 
taken as a base, full normal production, as represented by this base 
period, might have been permissible, or at the very least the percentages 
of restriction might have been much smaller. However, even with die 
base period which was used, the percentages by which individual farmers 
agreed to reduce acreage might have been decreased in some cases and 
increased in others. And when the time came to increase the production 
of basic crops in general, it might have been possible' to apply different 
percentages of increase in different producing districts, so as to take 
advantage of the principle of geographical specialization to a greater 
extent than formerly. 

At any rate, many criticisms of the farm program were apparently 
based upon a confusion of the terms “adjustment” and "reduction.” 
Agricultural adjustment means the reduction of the output of farm prod- 
ucts only when reduction is necessary. At other times, it means expansion 
of output or stability of output. It is difficult to see how the government 
could have succeeded in raising the prices of farm products and increas- 
ing farm income, without attempting in any way to exercise control over 
farm production. Governmental funds, used to raise farm prices, were 
likely to be completely wasted if the farmers were left free to produce 
as large crops as they might wish. Finally, with- respect to scarcity, we 
may suggest that it was rather inconsistent for big business men and 
captains of industry to criticize the government severely for helping the 
farmers to adopt the same policy as that followed by the industrialists 
in every depression— that is, the policy of restriction of output. 

The Loss of Freedom of Enterprise.— Much of the criticism leveled 
against the Agricultural Adjustment Act was based upon the so-called 
“regimentation” of farmers, and the loss of traditional American freedom 
of enterprise. Apparently the critics felt that every person should be 
free to become a farmer if he liked, and to raise as muc^ as he wished of 
any product, even if the result was his economic downfall. Supporters 
of the administration, however, thought it fair to question the benefits 
of freedom of enterprise to the farmer. It was under the “protection” of 
this institution that those engaged in farming chose to be and remain 
farmers, despite unfavorable conditions in this industry, and it was under 
this same institution that they raised basic products in such quantities 
as to bring themselves to the verge of ruin in the great depression. 

If we may judge by the response of the farmers to the administrations 
agricultural program, it would seem that the vast majority of them were 
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willing to forego a considerable measure of freedom of enterprise in re- 
tium for improved prices and incomes. An objection which might he 
raised to this conclusion is that we do not know just how much pressure 
may have been brought to bear upon the farmers by federal agents, in 
order to get them to sign their individual contracts with the Secretary 
of Agriculture, or how many fanners agreed to accept benefits and re- 
strict production because they felt they had to do so in self-defense, since 
other farmers were joining in the movement. In any case, this type of 
criticism had but little force, if the farm program was intended as a 
temporary measure. 

The March Toward Socialism.— One of the chief criticisms of the ad- 
ministrations agricultural program was the tendency, clearly evident 
under the A.A.A., to increase the number of products to be brought under 
the provisions of the program as time went on. This increase may be il- 
lustrated by reference to certain sections of the South. When individual 
growers rented a part of their cotton or tobacco land to the Secretary 
of Agriculture, they had' to agree not to use it for producing other basic 
products, such as rice; and it is not surprising that some turned to raising 
sugar or peanuts, when their land was suitable for such production. As a 
result, the price situation for growers of these articles was adversely, af- 
fected, and so, in 1934, sugar and peanuts were included in the program 
of the A.A.A. 

With five products, usually associated with the South, already under 
production control, in what way could the farmers use their restricted 
acres? There was probably no unanimity of action, but it is probable 
that some farmers in the South and elsewhere turned to raising potatoes. 
At any rate, so many potatoes were grown that some were left to rot 
in the ground in Maine and other areas traditionally planted to this 
crop. The result was the passage, in 1935, of the law for potato control. 
The critics held diat as time went on more and more products would 
come under control until all agricultural production became socialized. 
They predicted that the movement would then turn to manufactured 
products, beginning perhaps with articles made from imported materials 
such as silk, which might compete with manufactured goods made from 
basic farm materials controlled by the A.A.A. They went so far as to 
mge that there would be no end to the process short of complete social- 
ism. 

Disclaiming all responsibility for the way in which these critics em- 
ployed the term “socialism,” let us examine their argument. It might be 
admitted that a permanent policy of control in some lines of production 
would tend to spread to o&er lines, and perhaps with undesirable re- 
sults. But a policy of temporary control need not lead to permanent gov- 
ernmental control of all lines of production; and the A.A.A. program must 
be thought of as a temporary expedient. The governmental control of 
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prices in tiiis country dining the first World War also showed a tendency 
to spread to more and more articles, but it was possible to drop the 
whole program of price control, once tie emergency was over. Arguments 
by analogy are dangerous, but at no time was Aere reason to suppose that 
our agricultural control program had started us on a march toward 
“socialism” from which there was no turning back. 

The Mythical Farmers.— Much publicity was given to newspaper ar- 
ticles describing the payment of benefits to farmers for not raising prod- 
ucts which they had no intention of raising. One story of this land was 
told of a southern farm tenant who raised cotton in some quantity. Just 
' before the benefit payments began, the owner of the farm dispossessed his 
tenant. Though the oivner himself had never raised any c»tton he was 
said to have been receiving benefits year by year for not grovung cotton. 
There is another popular tale of the man who lived in various places, if 
we may accept the many versions of the story, and who used to feed hogs 
on the garbage collected through the exercise of a concession which he 
held. About 1933, he lost this garbage concession and as a consequence 
was retiring from the hog-raising business; but making a virtue of neces- 
sity, he proceeded to draw benefits regularly for agreeing to raise no more 
hogs. These particular tales may or may not be based on fact. With mil- 
lions of contracts to be draivn up with individual growers, it would be 
surprising if there were not some instances of this kind. But it would 
be childish to conclude that such cases were typical of the activities of 
the A.A.A. Supporters of the farm program claimed that the Administra- 
tion was very economical in draiving up its contracts. For example, the 
average 1933 yield of cotton in the United States was estimated at more 
than 205 pounds to the acre, but the withdrawn acres, rented by the 
government, were taken at an estimated 184 pounds to the acre. This 
low average was achieved despite the fact that the Agricniltural Ad- 
ministration leased no land estimated to yield less than 100 pounds to 
the acre, and no flooded or drought-affected land. 

The Farmers' Income.— When the Agricultural Adjustment Act was 
passed, many people doubted that the income of the farmers would be 
incareased substantially by the program. It was expected, to be sure, that 
farm prices of basic products would increase; but the farmers’ incxime de- 
pends, of course, upon prices times quantities sold. With prices to cMn- 
sumers raised by both reduced production and the processing taxes, it 
was thought that the quantities t^en by consumers might fall off to such 
an extent that the farmer would not gain much despite the higher prices 
and cash benefits received. However, the statistic:s for farm inceme since 
1933 leave no doubt that total farm income increased materially under 
the A.A.A. 

The A.A.A. vs. Other Administration Policies.-It was also argued that 
the program for agricultural adjustment conflicted with other policies of 



320 ECONOMICS; PRINCIPLES AND PROBLEMS 

the Roosevelt administration-notably the attempt to increase purchasing 
power for consumers in general— since prices of controlled products would 
probably rise by more than tlie increase enjoyed by the farmers. This 
argument did .not prove 'valid, since the farmers received benefits to 
offset tlie processing taxes and greater receipts to offset the rise in prices 
caused by restricted production. Hence, the only net decrease in con- 
sumers’ income would seem to have been that part of the collections 
from processing taxes which went into paying the expenses of administer- 
ing the farm program, rather than into benefits for the fanners. 

It was thought, also, tliat total consumers' purchasing power might be 
reduced by reason of farmers using their income increases to pay off 
debts, rather than to purchase finished goods; whereas if the additions 
to income had not been taken away from other consumers, they would 
have been used to buy consumers’ goods. But the indexes of farmers’ 
purchases tliat we have, such as sales by mail-order houses and sales of 
automobiles in rural areas, seem to indicate that the farmers used no 
small part of tlieir increased incomes for the purchase of finished manu- 
factured products. And even if they did pay off old debts instead, how 
would their creditors use these payments, if not for the purchase of 
economic goods? 

According to Secretary of Agriculture Wallace, the farm program was 
beneficial to consumers, as well as to farmers, since it was aimed to re- 
store a “fair exchange value” for farm products and to enable farmers to 
purchase oUier goods. He insisted that consumers gain nothing in the 
long run by getting farm products at less than the cost of producing them. 
Agriculture, he said, is an essential industry which must be maintained, 
and to this end the prices of fann products must be kept sufficiently high 
to coyer costs of production. He argued that consumers do not escape 
this necessity when for a time tliey fail to pay these necessary prices, 
but simply postpone the payment to their own disadvantage.^ 

There was some strength, however, in the criticism that the A.A.A. 
program conflicted with tlie attempts of the administration to bring about 
recovery in manufactliring industries. Tlie processing taxes, dirough 
which the funds were raised to pay benefits to farmers, were levied on 
the first processors of the farm products. They therefore operated to 
bring increased costs to manufacturers, and may have been a stumbling 
block to recovery in industries using basic farm products as raw materials. 

Class Legislation.— We now turn to certain criticisms which appear to 
be more serious from die economic point of view. One may properly 
question whether it is wise at any time for the government to support a 
particular industry at the expense of other sections of our population and, 
in this case, to pay the farmers to do something which it would have 

^ United States Department of Agriculture, Yearbook of Agriculture, 193S, Wash- 
ington, Government Printing Office, 1935, p. 5. 
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6een to their interests to do in any case. Under the A.A.A. the consumer 
was taxed (if the processing taxes were shifted to him) in order to pay 
the fanner to restrict production and thus be enabled to charge the 
consumer higher prices. Clearly, the Agricultural Adjustment Act was 
legislation intended to benefit one class of people at the expense of 
others. 

According to administration supporters, the wsdom of class legisla- 
tion depends, at least in part, upon the length of time during which the 
policy of discrimination is followed. An economist ^^ho would condemn 
a policy of this kind as a permanent feature of om: economic system might 
tolerate it as an emergency meastne. At any rate, said the supporters, it 
must not be supposed that this is omr first experience with legislation that 
benefits some members of the community at the expense of others. Our 
protective tariff legislation, which economists have been condemning for 
decades, does much the same thing, in that it benefits certain people (the 
owners of the protected industries) at the expense of those who are con- 
sumers. Surely it is the height of inconsistency to praise the protective 
tariff and at the same time to condemn the farm program on the ground 
that it is class legislation. 

The Processing Taxes.— Was it wise to secure the funds required for the 
payment of benefits, by levying taxes upon the first processors of basic 
agricultural products? Might it not have been better to obtain this neces- 
sary revenue in some other way, so that the farmer could have received 
the entire benefit of the increased prices which resulted from restriction 
of output? In theory, at least, it would probably have been desirable to 
secure the revenue in some other way (say from income taxation) in 
order to help the farmers more extensively and to interfere less with tire 
recovery of manufacturing industries; and also because processing taxes, 
if shifted to consumers, fall more heavily upon the poor than upon the 
rich. That is, these processing taxes were regressive. In practice, however, 
the receipts from income taxes and other progressive taxes are not always 
sufiBcienUy elastic to produce adequate revenue in years of depression, so 
that it may have been necessary to use processing taxes, or other taxes 
similar in nature, to insure the collection of sufBcient revenue. 

The Administrative Problem.— There is no doubt that the farm program 
presented a difiBcult problem in administration. It would have taken a ^ 
tremendous amount of supervision to make sure that all of the millions 
of individual farmers actually restricted their acreage by the promised 
amounts, that they did not turn to raising other basic products, and that 
they did not offset the effects of acreage reduction by cultivating their 
remaining land more intensively. It would seem that opportunities for 
petty graft abounded under the A.A.A. 

Our Exports and the A.A.A.— We have noted that both the basic farm 
products, and the manufactured articles made from them, were exempt 
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from the processing taxes when they were exported. However, tlie prices 
of the exported basic products were raised by the restriction of produc- 
tion, and the costs of exported manufactured goods were raised, in all 
probability, by their dependence upon raw materials which had risen 
in price. Thus, our export trade was adversely affected by die farm pro- 
gram, and the production of the basic products in odrer parts of the world 
was stimulated to some extent. 

Our cotton exports in 1934 were only 4,799,000 bales, as compared 
with 8,419,000 bales in 1933, and an annual average of 8,250,000 bales 
from 1925 to 1929. Wheat exports, which were 97,000,000 bushels in 
1932, and averaged 133,000,000 bushels from 1925 to 1929, were only 
19,000,000 bushels in 1934 and 3,000,000 in 1935. Exports of com 
amounted to 5,000,000 bushels in 1934 and 2,000,000 in 1935, as com- 
pared with 9,000,000 bushels in 1932 and an average of 23,000,000 bushels 
from 1925 to 1929. Tobacco exports were 473,000,000 pounds in 1934, but 
declined to 353,000,000 in 1935, as compared widi 432,000,000 pounds in 
1932 and an average of 508,000,000 from 1925 to 1929.~ 

This decline in exports, however, did not seem so serious to supporters 
of the farm program as to some other people. Since, from the national 
point of view, the pmpose of exporting is to become able to import, and 
since our imports are severely curbed by our protective tariff, a decline 
in exports may prevent us from making further foreign loans or getting 
into other difficulties in the field of international trade. Moreover, if the 
farm program did result in a decline in our exports of farm products, it 
merely continued a movement which had been in progress for many 
years because of our tariff policy. 

The Permanence of the Farm Program.— Probably the most serious 
criticism of the farm program was the charge that the A.A.A., once in- 
stituted, could, not be given up and would turn into a permanent policy. 
It can scarcely be stated too emphatically that the agricultural adjust- 
ment program was not desirable as a permanent solution of tlie farm 
problem in the United States, because it did nothing to reduce the 
number of farmers in the country or the amount of land available for the 
production of the basic crops. When the demand for a manufactured 
product suffers a permanent decline, the industry reacts by producing 
fewer units than formerly and by allowing a part of its productive facili- 
ties to lie idle. Eventually, however, the industry tends to readjust its 
productive capacity to the changed conditions of demand, and only then 
can it be said to have met the problem created by the decline in demand. 
The A.A.A. program led only to the first of these steps, that is, it induced 

® Department of Commerce, Bureau of Foreign and Domestic Commerce, Statistical 
Abstract of the United States, 1940, Washington, Government Printing Office, 1941, 
pp. 729-734. 
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the farmers to produce less than before and to allow a part of their produc- 
tive agents to remain unused. It did not lead to the apparently necessary 
curtailment of the land, labor, and capital employed in the agricultural 
industry. 

The Secretary of Agriculture realized perfectly well that the A.A.A. 
was merely an emergency measure, that it took out of cultivation land 
which was efiBciently cultivated as well as land which was not, and that 
^ it did not control satisfactorily the bringing of new land under cultivation 
and the shift of production on government-leased acres to non-basic 
products. According to the Secretary, the temporary and varying reduc- 
tions in acreage under the A.A.A. seriously disturbed the farm economy, 
for it upset established rotations of crops and the relations beUveen land- 
lords and tenants. He suggested that it was more costly to induce farm- 
ers to keep a part of their acreage out of cultivation than it would have 
been to rent a corresponding acreage made up of whole farms. The 
purchase of submarginal land by the government would probably have 
been still better.® 

Despite the fact that many, if not most, people felt that the A.A.A. 
should be merely a temporary program, there was always a possibility 
that it might be continued indefinitely. Once the government had estab- 
lished the practice of paying cash benefits to the farmers, it threatened 
to be a most dijfficult matter, from a political point of view, to discontinue 
these -benefits when it became economically desirable to do so. Hence, 
we were in some danger of seeing the farm program remain as an un- 
■ desirable but permanent featme of our economic system, in much the 
same way that the protective tarifiF, created more than a century ago to 
protect i^ant industries, has remained to plague us long after some of 
these infants have become industrial giants. 

The End of the Agricultural Adjustment Program.— Arguments as to 
. the wisdom or folly of the agricultural adjustment program came largely 
to an end in Janu'ary, 1936, when the Supreme Court found the Act 
unconstitutional by a 6 to 3 vote. It was held that the law constituted an 
invasion of states’ rights, since the Constitution did not give the federal 
government the power to regulate agriculture, and its power to control 
interstate commerce could not be stretched to include' the regulation of 
agricultural production. Moreover, it was held to be improper for the 
federal government to purchase compliance wth a federal program, and 
thus attain indirectly that regulation of local afFairs which had been spe- 
cifically denied it by the Constitution. ^Vhile agriculture can hardly be 
considered a matter of local concern from an economic point of wew, 
it appeared to be purely so according to this interpretation of the Con- 
stitution. 

® Yearbook of Agriculture, 1934, pp. 20-22. 
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The Soil Conservation Program 

The SoR Erosion Problem.— Since tlie federal govcniment was unwilling 
to see American agriculture return to its previous chaotic state and since 
no permanent solution of tlie farm problem had been found, the govern- 
ment launched fortli upon the discovery of a new farm program. In its 
search, it came upon die problem of soil erosion, upon which we com- 
mented in tlie preceding chapter. Satisfactory methods of combating soil 
erosion have been developed. Several types of close-growing vegetation, 
such as grass and alfalfa, are helpful' in holding the soil in place and re- 
duce water and soil losses very materially. Amazing results may .be 
achieved merely by rotating such soil-conserving crops witli the money 
crops, such as com and cotton. 

Results of Vegetation Control.— The Department of Agriculture has col- 
lected much information showing how vegetation may be used in pre- 
venting soil erosion. On an experimental plot near La Crosse, Wisconsin, 
where tlie soil loss was 51.5 tons to the acre when the soil was uncul- 
tivated and 59.9 tons to the acre when planted to com continuously, it 
was found that the loss could be reduced to .003 of a ton per acre by 
planting the land to bluegrass continuously. On another plot near 
Bethany, Missouri, where the soil loss was 112.48 tons to the acre when 
uncultivated and 61.16 tons to the acre when planted to com continu- 
ously, the loss was decreased to .22 of a ton per acre by planting to alfalfa 
continuously. In the La Crosse experiment, the loss of water was 15.9 
per cent of rainfall when tlie land was uncultivated, 19.2 per cent when 
used for com continuously, and only 2.9 per cent when planted to blue- 
^grass continuously. On the Bethany plot, the water loss was 25.98 per 
cent of rainfall on uncultivated soil, 27.38 per cent when planted to 
com, and only 3.40 per cent when planted to alfalfa continuously. Finally, 
in a third experiment, it was discovered that soil loss could be reduced 
from 28.0 to 6.3 tons per acre, and tlie rainfall loss from 14.2 to 11.7 per 
cent, by rotating cotton, wheat, and sweet clover instead of using tlie land 
continuously for cotton.* 

Other Control Methods.— A method knoivn as strip-cropping is also 
helpful in preventing soil erosion under favorable conditions of cultiva ■ 
tion. Strip-cropping means the alternation of closegrowing crops widi 
the money crops, such as corn or cotton, in strips of a certain width, de- 
pending on the degree of slope and other factors. This method of con- 
trolling soil erosion often requires help from mechanical methods, es- 
pecially on the steeper slopes, for the land is in danger from erosion 
whenever it is planted to cultivated or money crops. In such cases, 
methods such as terracing the land and using broad, contoured channel 

* Yearbook of Agriculture, 1935, pp. 299-305, 



AGRICULTURE 325 

ways for drainage have often proved helpful in reducing sheet erosion 
and severe gullying. 

The chief difficulty wdi erosion control in the past has been to get 
die farmers actively interested in it The indiwdual farmer has often felt 
that he could do httie about soil erosion by himself, or has lacked the 
financial resources which would permit him to make the attempt Under 
^ unfavorable farm conditions in the past, farmers have considered it neces- 
sary to use all of their land for money crops and to keep it planted to such 
crops year after year, in order to make ends meet In 1936, the govern- 
ment decided, after the A.A.A. was declared imconstitutional by the 
Supreme Court, to undertake a program of erosion control which would 
also help to solve the main farm problem. 

Tlie Soil Conservation Act— Consequendy, in February, 1936, a preid- 
ously existing Soil Conservation Act was amended and enlarged for this 
purpose. The Act appropriated about $500,000,000, and authorized the 
Secretary of Agriculture to restore die pre-war relationship between farm 
and city incomes for those farmers who agreed to practice specified 
methods of soil conservation and erosion control. For two years, the gov- 
ernment was to make payments direcdy to cooperating farmers, as a re- 
ward for their voluntary support of the program of soil conservation. 
Beginning with 1938, however, federal payments were to be made only 
to persons in states which had passed authorizing legislation and had 
formed a conservation plan acceptable to the Secretary of Agriculture. 

In the administration of the law, two classes of benefit payments were 
available for farmers who cooperated. Payments for soil consen'ation 
were granted to farmers for transferring a part of their soil-depleting 
base acreage to soil-conserving crops or uses. Farmers could obtain 
this type of payment on any number of acres up to 15 per cent of their 
general soil-depleting base acreage, 35 per cent of their cotton base 
acreage, 30 per cent of their tobacco base acreage, and 20 per cent of 
their peanut base acreage. The payments were on a basis of so much an 
acre, and averaged $10 an acre for the country as a whole. The other pay- 
ments were called soil-building payments, and were available for farmers 
who adopted certain approved practices to restore soil fertility, such as 
new seedings of legumes or perennial grasses; seedings of soybeans, 
cowpeas, and the like, for green manure; the application of limestone; and 
the use of strip-cropping or terracing methods. Such payments were 
limited to the same number of dollars as a farmer had acres of soil-con- 
serving crops on crop land in 1936.® 

The relation of this conservation program to the main farm problem 
is obwous. If the farmers use a part of their land for crops which %vill 
be effective in preventing soil erosion, they cannot use it for producing 
'the basic money crops. In this way, it was planned to kill two birds 

® Yearbook of Agriculture, 1937, pp. 16, 17. 
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with one stone-to achieve some highly desirable results by way of com 
trolling soil erosion, and at the same time to prevent the overproduction 
of the basic crops. 

1936-37 Results.— The soil conservation program was in operation in 
1936, but its effects on agricultural production were obscured by the 
great drought of that year— a drought second only to that of 1934, which 
is said to have been the worst in American history. The 1936 drought 
reduced some basic crops substantially. The cash income of our farmers, 
which was $6,387,000,000 in 1934 and $7,090,000,000 in 1935, increased, 
because of high prices, to $7,850,000,000 in 1936. In 1937, weather 
conditions were favorable, and the output of most basic farm products 
was large. However, prices were well maintained, and the farmers’ 
cash income increased further, to $8,500,000,000.® 

An Estimate of the Soil Conservation Act.— It seems likely that the Soil 
Conservation Act has a better chance for survival than the old Agricul- 
tural Adjustment Act. It has the advantage of being planned to operate 
eventually as a state program, carried on with financial assistance from 
the federal government. This procedure has proved to be constitutional 
in the past in other connections, as, for example, in the construction of 
highways. Under the soil conservation plan, tike farmer is not paid for 
not producing the basic crops. Rather, he is paid for taking positive action 
in cooperating in a national program for soil conservation, and any re- 
striction of output that may occur comes about indirectly. Moreover, the 
financing of the plan is not dependent upon a system of unpopular proc- 
essing taxes. The control of soil erosion is a pressing problem, and one 
which is undoubtedly national in scope. Therefore, this may be judged a 
proper sphere of action for the federad government. 

Otherwise, the Soil Conservation Act is open to many of the criticisms 
raised against the Agricultural Adjustment Act. It tends to make the 
basic farm products scarcer than they would otherwise be, and causes 
farmers to take a course of action which they probably would not have 
followed on their own initiative. It presents similar administrative dif- 
ficulties, and tends to conflict with other policies of the administration. 
It is not quite so wide open to attack on the grounds of class legislation, 
since the problem of soil erosion is important to everyone; but it tends 
to keep the domestic prices of our farm products above the world prices, 
so that our exports of these goods remain at low ebb. Finally, the pro- 
gram may be continued far into the future, regardless of our future need 
for erosion control, because of its indirect effects on farm production. 

These criticisms assume that the soil conservation program is effective 
in controlling agricultural production, but this premise may be seri- 
ously questioned. The Secretary of Agriculture has stated that the Soil 
Conservation Act helped .to stabilize supplies of farm products in 1936, 

^Statistical Abstract of the United States, 1937, pp. 606-609. 
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by encouraging the more extensive use of land. But he recognized that 
the Act was not a direct measure for production control, predicted that 
the return of normal weather conditions would bring the problem of 
agricultural surpluses back to life, and noted that the long-run effect of 
soil conservation would be to increase, and not to decrease, production. 

Recent Developments and thf. Fdtdbe 

The Farm Act of 1938.— Early in the 1937-38 business recession, the 
prices of farm products in general slumped badly. With substantiad re- 
serves of the basic products on hand (as a result of the large crops of 
1937), and wth the probability of very large, if not record, crops in 
1938, it appeared that further farm legislation was necessary, and so Con- 
gress approved a new Farm Act in February, 1938. This Act prowdes 
for the continued operation of the Soil Conservation Act, and its pay- 
ments to farmers, in normal times. In years of overproduction of farm 
products, however, a rather stringent method of control goes into ef- 
fect. 

Acreage Allotments.— Control of agricultural production is carried on 
by means of acreage allotinents, marketing quotas, and commodity loans. 
Tlie acreage allotments are not compulsory in themselves, but they 
furnish the basis for setting up marketing quotas, and farmers who pro- 
duce and sell the basic products in amounts exceeding their quotas must 
pay penalties on the excess. The national acreage allotment for each com- 
modity is made by the Secretary of Agriculture, and is the acreage esti- 
mated to be necessary to produce a normal year’s requirements for con- 
sumption and export, plus an arbitrary amount for stocks, minus the 
amount carried over from the preceding year. The total acreage allotment 
is then divided among states, coimties, and individual farms. Farmers 
who stay within their allotted acreages receive cash benefits from the 
government, in addition to the benefits of flie soil conservation program. 

Marketing Quotas.— According to the Act of 1938, there is “overproduc- 
tion” whenever the supply (crop and carryover) of a basic product ex- 
ceeds “normal” by more than a stated percentage. For cotton, overproduc- 
tion is any amount in excess of 107 per cent of normal; for wheat, 135 
per cent; for com and rice, 110 per cent; and for tobacco, 103 per cent. 
“Normal” in each case is the amount estimated to be necessary for a 
year’s consumption and exports. ^Vhen there is overproduction of any 
of the basic conunodities, the Secretary of Agriculture may set up com- 
pulsory marketing quotas, but such quotas do not become effective until 
approved by two-thirds of the producing farmers voting in a referendum. 
The total marketing quota is defined as a year’s normal consumption and 
e:q)orts, plus a certain percentage or allowance, minus the estimated 
carryover at the beginning of the marketing year and the amounts set 
aside for seed and livestock. The total marketing quota is prorated to 
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states, counties, and individual farms, in proportion to normal yields of 
their acreage. For the individual farmer, die marketing quota is the 
amount of a commodity that he may sell without incurring penalty. 
Moreover, basic commodities produced in excess of marketing quotas 
may not be fed to livestock for the market, given away, or traded for 
other economic goods. To avoid penalties, they must be stored on the 
farm or in warehouses. 

Commodity Loans.— The Act of 1938 provides for loans to farmers to 
enable them to carry adequate reserves of basic products as a safeguard 
against lean years. The Commodity Credit Corporation is required to 
make loans on cotton, com, and wheat, under conditions laid down in the 
Act, and may lend on any agricultural commodity. No loans may be 
made on cotton, corn, wheat, or rice, in years in which marketing quotas 
have been declared necessary but have been rejected by vote of the 
fanners concerned. In general, loans are made whenever the price of a 
basic commodity falls below a specified percentage of parity, or when 
the crop estimate exceeds a normal years consumption and exports. 
The parity price for a good, as under the original A.A.A. program, is 
one which will give that commodity a purchasing power (in terms of 
goods that farmers buy) equal to its purchasing power in the base 
period which, for most of the goods, is the period from 1909 to 1914. 
Minimum loan rates are set by the Act at 52 per cent of parity prices. 
Fanners who do not cooperate in the quota program may receive loans 
only in years in which marketing quotas are in effect, only on portions 
of their crops whose sale would be subject to penalties under the market- 
ing quotas, and only at rates which are 60 per cent of those extended to 
cooperating producers. 

Crop Insurance.— The Farm Act of 1938 also provided for crop insur- 
ance for wheat only, beginning with the 1939 crop. A Federal Crop In- 
surance Corporation was set up, with capital of $100,000,000 and a 1939 
appropriatiori not to exceed $20,000,000, to insure wheat against loss due 
to drought, flood, lightning, tornado, hail, winterkill, wind, plant disease, 
and insect infestation. The amount of insurance a farmer may carry must 
cover not less than 50 per cent, or more than 75 per cent, of his past 
average jdeld over a representative period of time. Premiums and benefits 
are payable in terms of wheat. In 1939, fanners took out some 166,000 
policies covering over 7 million acres. Premiums amounted to 6K million 
bushels and insured losses to 10 million bushels.’^ In 1940, premiums were 
15 million bushels and insured losses 20 million bushels.® 

The Farm Act in Operation.— Because of falling prices and the large 
1937 crops, it was thought desirable to put the new Farm Act into im- 
mediate operation. In 1938, acreage allotments were made for all basic 

^ Yearbook of Agriculture, 1940, p, 755. 

® New York Times, December 13, 1940. 
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crops, marketing quotas were set up for cotton and tobacco, and com- 
modity loans were made on basic farm products and on raisins, bops, but- 
ter, prunes, wool, dates, and pecans. In spite of these measures, the crops 
of basic commodities were large in 1938, though not of record proportions 
in most cases, as is sho\vn in Table 56. In 1939 and 1940, the crops of these 


Table 56. — ^PHODUcnojf of Cehtaet Basic Cbofs dt Recent Yeabs 

(Sources: Statistical Abstract 0 / the United States, 19.V>, pp. 706-715; Surrey of Current 
Bttsiness, February, 1941, p. 14; and New York Times, October 11, 1940) 


Year 

"Wheat 

(bushels) 

Com 

(bushels) 

Cotton 

(bales) 

Tobacco 

(pounds) 

1934 

596,393,000 

1,461,193,000 

9,636,000 

1,081,699,000 

1935 

696,344,000 

9,303,747.000 

10,638.000 

1,997.000,000 

1936 

696,461,000 

1.599,397,000 

19,399,000 

l,155,S9S,00r 

1937 

875,676,000 

9,651,984,000 

18,946,000 

1,569,886,000 

1933 

931,709,000 

9,569,938,000 

11.943.000 

1,375,893,01,0 

1939 

754,971,000 

9,619,137,000 

11,817,000 

1,848,654,000 

1940 

799,300,000 

9.449.000.000 

13,000,000 

1,376,000,000 


commodities were large, stocks on hand mounted to almost record-break- 
ing proportions, and prices remained low, as compared \vith fhe prices 
farmers had to pay for other commodities. Since 1938 the provisions or 
the Farm Act have had ever-increasing application. 

' Acreage Allotments in 1941.— Acreage allotments for the basic crops 
in 1941 were greatly restricted. The area allotted to wheat was 62,000,000 
acres, which may be compared with. 64,439,000 in 1940, 63,896,000 in 

1939, 79,870,000 in 1938, and 81,362,000 in 1937. In May, 1941, an aUot- 

ment of 55,000,000 acres was decided upon for wheat in 1942.® Again, 
the Secretary of Agricultiure proclaimed an allotment of 27,900,000 acres 
for cotton in 1941, though as much as 44,000,000 acres had been planted 
to cotton in the past.” The allotment for com in the commercial com 
areas of 15 states was 87,800,000 acres, or about the same as in 1940.“ 
Similar limited allotments were set up for tobacco and other important 
crops. I 

Marketing Quotas in 1941.— Marketing quotas for basic commodities 
were in common use by 1941. Marketing quotas for cotton become opera- 
tive when the supply reaches 107 per cent of “normal.” The actual sup- 
ply for 1941 was estimated at 24,900,000 bales, or 137 per cent of normal. 
Cotton quotas of 12,000,000 bales were armoimced for 1941 in September, 

1940, and were approved by growers in December, 1940.“ Quotas for 

® Chicago Tribune, May 23, 1941. 

Chicago Tribune, September 19, 1940. 

New York Times, December 10, 1940. 

^ Chicago Tribune, September 19, 1940. 
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tobacco growers are decided upon by groups of tobacco growers, rathei 
than by tobacco growers as a whole. In 1940, several groups voted for 
the establishment of three-year marketing quotas for their particular 
types of tobacco. The quotas for 1941 included 29,000,000 pounds of dark 
air-cured tobacco, 67,000,000 pounds of dark fire-cured tobacco, 292,- 
000,000 pounds of hurley tobacco, and 618,000,000 pounds of bright 
tobacco.” 

Marketing quotas for wheat were not used prior to 1941, but the seri- 
ous wheat situation of that year led to action. The prospect that the sup- 
ply of wheat would be almost double normal requirements caused 81 
per cent of the wheat farmers to vote for marketing quotas. Tlie total 
quantity of wheat to be marketed under die quotas was to be determined 
later. The Secretary of Agriculture estimated that the supply of wheat 
for the marketing year of 1942 would be about 1,300,000,000 bushels, as 
against expected requirements of 739,000,000 bushels. He therefore an- 
nounced that marketing quotas would be used again, if approved by tht 
wheat farmers in the spring of 1942. Farmers who sell more tiian their 
marketing quotas of wheat are subject to a penalty tax of 49 cents a 
bushel. 

Commodity Loans in 1941.— Commodity loans to enable farmers to 
carry heavy reserves of basic farm products were made on a large scale 
in 1941. Legislation passed in May, 1941, provided fgr loans on basic 
commodities as high as 85 per cent of parity prices. Loan rates that re- 
sulted were 13.49 cents a pound for cotton, 69.87 cents a bushel for 
corn, 96.22 cents a bushel for wheat, and 15.53 cents a pound for hurley 
tobacco. These rates, together with benefit payments, assured cooperat- 
ing farmers returns of $1.15 a bushel for wheat, 87 cents for com, and 
16 cents a pound for cotton.” 

Present Prospects.— Though basic crops have been large in the last few 
years, the farmers’ total income has been well maintained. The cash farm 
income of the United States amounted to $8,500,000,000 in 1937, $8,071,- 
934,000 in 1938, $8,539,602,000 in 1939, and $9,094,000,000 in 1940.” How- 
ever, the index numbers of prices received by farmers were 95 and 93 
in 1938 and 1939, respectively, while the indexes lof prices paid by 
farmers were 122 and 121.” On April 15, 1941, the prices of cotton, wheat, 
com, and hogs were well below parity levels, tihough beef cattle, tobacco, 
rice, and wool prices were at or above parity.” On the whole, it must be 
said that the objectives of the farm program have not been fully attained. 
The present prospects 'for American agriculture are bright. The national 

New York Times, July 21, 1940, and November 2S, 1940. 

** Chicago Tribune, May 13, 1941. 

^'^Statistical Abstract of the United States, 1940, p. 669, and Chicago Tribune 
January 25, 1941. 

“ Statistical Abstract of the United States, 1940, p. 673. 

” Chicago Tribune, May 20, 1941. 
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defense program led to enormous business activity, to fuller emplejment, 
and to larger total wage payments in the United States, so that farm sur- 
pluses may he reduced quite heavily as time goes on. Under the lend- 
lease program, our exports of farm products are likely to he stimulated. 
The increased demand for agricultural products will undoubtedly raise 
their prices, unless increased quantities reach the market. 

Appraisal of the 1938 Farm Act— Unfortunately, the 1938 Farm Act, 
like the two Acts which preceded it, does not provide a satisfactory solu- 
tion of the farm problem. Numerous technical difficulties have interfered 
wth the operation of the Act. National, state, and coimty acreage allot- 
ments and marketing quotas can usually he set up without too great dif- 
ficulty, but allotments and quotas for individual farmers give much 
trouble. Farmers have objected to the allotments or quotas given them; 
and charges of favoritism and double dealing are not uncommon. It is 
impossible to tell how much of the alleged dissatisfaction actually exists, 
and how much represents anti-adniinistration propaganda. In any event, 
it indicates that the 1938 Farm Act is exceedingly hard to administer. 
The Act is long arid complicated; and it has led to the facetious remark 
that a farmer will need to send his son through law school if the son is 
to he a successful farmer himself. 

The 1938 Farm Act is superior to the Agricultural Adjustment Act in 
that it depends upon general revenues, rather than processing taxes, for 
funds. Otherwise, it is quite similar to the A.A.A., except that it seems 
to be more highly restrictive. Practically every criticism formerly leveled 
at the A.A.A. may be applied to the 1938 Farm Act. Many people hold 
that the new Act is clearly unconstitutional. This is always a hazardous 
sort of prediction; but it may be said that, if this Act survives the test of 
constitutionality, it will be Irecause of a changed temper on the part of 
the Supreme Court since the rendering of the A.A.A. decision, and 
not because of any inherent superiority of the 1938 Act 

The program provided by the 1938 Act is not a long-run solution of 
the fanri problem. The Act sets up a complicated medianism which may 
work successfully in adapting the rate of operation in agriculture to the 
demand for the products, but this is a relatively short-run type of ad- 
justment If the present program should be discontinued after a few 
years, the main farm problem would undoubtedly arise again \vith un- 
diminished wgor. A long-run solution requires the adjustment of the 
size or capacity of agricultural production as a whole, and not merely its 
rate of operation, to the demand for farm products— and the Act of 1938 
does little if anything to decrease the number of farmers or to reduce 
their land holdings available for growing the basic crops. 

As a consequence of our entry into the second World War, the govern- 
ment will probably relax its restrictions on agricultural production, in 
order to provide reserv'es against our future needs and to supply farm 
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products to countries we have promised to help. But this will not change 
the nature of tlie present farm program, or make it a satisfactory long-run 
solution of the farm problem. The war situation may enable us tempo- 
rarily to use all our agricultural facilities, but after the war we will still 
find that agrieulture is overexpanded when we take into account the 
ordinary demand conditions for its products. 

The Need for a Long-run Solution.— Our farm program should be sup- 
plemented by a careful study of land uses in tlie United States, to aseer- 
tain tile purposes for whieh land in various parts of the country may best 
be employed. The main farm problem, it will be remembered, resulted 
from an expansion of farming to the point at which it could provide large 
exports after taking care of domestic needs, followed by the loss of for- 
eign markets and changes in domestic conditions to which tlie productive 
facilities of agriculture have never become adjusted. Therefore, it is 
frequently suggested tliat the federal govcnimcnt should buy up, in dif- 
ferent parts of tlie countt}', marginal land which was formerly devoted to 
the cultivation of the basic crops, and retire it from production per- 
manently or until it is once more needed. It may be necessary, also, for 
die government to develop agencies to facilitate the movement of workers 
from fanning into other occupations, in case farmers can be found who 
are willing to accept such assistance. Tlicsc transfers would be well-nigh 
impossible in a period of depression, but might be accomplished even- 
tually. It may be desirable, finally, for us to use less land for production 
and more for consumption, developing more national parks and using 
land more extensively as sites for homes. 

Fortunately, progress is already being made along some of diesc lines, 
for the Resettlement Administration has been acquiring poor fanning 
land and promoting its development for odicr uses. In 1936, for example, 
this agency obtained options on 9,500,000 acres of poor farm land in 207 
projects. Most of the options were taken up at about $4.50 an acre. The 
new uses for the land included forty-six recreational projects, thirty-two 
for the propagation and protection of migratory waterfowl, and tliirty- 
one for the Indian service, all of whidi gave employment to 55,000 re- 
lief workers.*® 

The Tariff and the Farm Problem.— Instead of adjusting agricultural 
facilities to existing demand conditions, we might conceivably increase 
the demand for farm products so greatly that the current productive 
facilities of agriculture could be operated at full capacity and llie output 
sold. Since American agriculture has been geared to serve the foreign as 
well as the domestic market, it is unlikely that the domestic demand alone 
could be increased sufficiently to accomplish tins end. It would be neces- 
sary, therefore, to build up foreign markets for our farm products. If our 
traditional tariff policy should be tlioroughly reversed when peace has 
Yearbook of Agriculture, 1937, p. 23, 
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been restored, it might not be too late to recapture some of our former 
foreign markets for faim products. Our present policy widi respect to die 
tarifiE, under the Reciprocal Trade Agreement Act, offers some hope that 
we may be able to expand our exports of farm goods when the second 
World War has ended. 

One plan for obtaining foreign markets for our farm products after 
the war is already coming in for discussion. According to this plan, it is 
most unlikely that we shall have a general downward revision of our 
protective tariff which would help to solve our fann problem. Therefore, 
it is proposed that we lower tariff duties on certain selected foreign 
manufactures. The specific goods would be selected so as to do as little 
harm as possible to domestic industry, and the amounts to be imported 
would be carefully regulated. The revenue derived from the relatively 
low rates of duty on these special imports would be used to confer a 
“bonus” on foreign importers of omr farm products. Such a bonus, what- 
ever its actual form, would tend to lower Ae prices of our farm products 
to the levels prevailing in the world markets, so that foreigners could buy 
from us. If the scheme worked, our farmers could produce at capacity 
wthout piling up unsalable surpluses; and our manufacturers would gain 
more from the purchases made by the prosperous farm industry than they 
would lose through the increased importation of certain manufactured 
goods. According to proponents of the plan, our manufactmers would 
be better off in supplying (say) 90 per cent of a large prosperous Amer- 
ican home market than even 100 per cent of a smaller depressed home 
market.^ This plan, when stated in the present somewhat oversimplified 
form, sounds rather attractive. In actual practice tiiere would be almost 
coimtless difficulties to be solved. 

Monopolies and the Farm Problem.— It seems, also, that a permanent 
solution of the farm problem depends largely upon solving the problem 
of monopolies and trusts. In the past, omr farmers have been handicapped 
by having to sell their products in a highly competitive market while do- 
ing most of their buying in a market which was to a considerable degree 
monopolized, or at least controlled. In the long period of good business 
prior to 1929, many of om: manufacturing industries, being monopolistic 
or semi-monopolistic in character, were able to maintain stable prices in 
the face of improved methods of production and falling costs of pro- 
duction. Quite apart from the effect of this situation in producing the 
depression of 1929, it made it difficult, if not impossible, for om farmers 
to get prices for their products which would enable them to share in the 
general prosperity of business. 

Later, when the great depression broke in 1929, these monopolistic and 
semi-monopolistic industries were still able to maintain prices to a very 

For a more complete statement of this plan, see C. C. Pickert and R. B. Baer- 
man, “Is This the After-War Farm Program?” in Country Gentleman, November, 1940. 
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large extent. This they did by restricting production sharply, by turning 
off employees, and by reducing their purchases of raw materials. This 
course of action made it difficult for farmers to sell their raw materials 
and foodstuffs, and the uncontrolled prices of farm products had to bear 
the brunt of the depression liquidation. Thus, in a sense, the farmers 
under the recent farm programs have only been giving our industrialists 
a taste of their own medicine, with the assistance of the government. The 
farm problem would have been much less severe in the past if competitive 
conditions had been maintained in industry, and its solution in the future 
will be easier if the monopoly problem is solved successfully. 
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Did our federal government, through the A.A.A., attempt to enrich the 
nation by making economic goods soiree? Explain. 

Comment on the distinction between agricultural adjustment and agricul- 
tural restriction. 

How did the farmers react to alleged attempts to “regiment” them, through 
the A.A.A.? Why? 

Was there danger that the A.A.A. program would eventually have led the 
nation to complete socialism? Explain. 

Was the Agricultural Adjustment Administration extremely wasteful in 
carrying out its program? Explain. 

Why was the A.A.A. program said to be in conflict with other policies of 
the Roosevelt administration? Explain. 

Do consumers sometimes buy farm products at prices too low for their 
own good? Why? 

Why was the Agricultural Adjustment Act called class legislation? Was 
it to be condemned on this accoimt? Why? 

Should the revenues for supporting the A.A.A. program have been derived 
from processing taxes? Why? 

Could the A.A.A. program have been successfully administered? 

How were our agricultural exports affected by the A.A.A. program? 

What was the principal danger in connection wth the A.A.A. program? 
Explain. 

On what grounds was the Agricultural Adjustment Act declared \mcon- 
stitutional by the Supreme Court? 

How Can soil erosion be controlled by the use of certain types of vegeta- 
tion? What results have been achieved by this method? 

What other methods are employed for controlling soil erosion? 

What were the chief provisions of the Soil Conservation Act? 

Explain the dual pmpose of this Act. 

Was the soil conservation program superior or inferior to the original 
A.A.A. program? Why? 

Why was new farm legislation passed in 1938? Explain. 

Compare the provisions of the Farm Act of 1938 with those of the original 
Agricultural Adjustment Act. 

Explain the use of acreage allotments, marketing quotas, and commodity 
loans rmder the Farm Act of 1938. 

Illustrate the use of these devices by reference to the 1941 program. 

Does the Farm Act of 1938 offer a satisfactory, long-run solution of the 
main farm problem? Why? 
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- 24. Compare the two leading alternatives for a long-r\m solution of the main 
farm problem. 

25. In what ^vay is the farm problem related to the monopoly problem? 
Explain. 
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CHAPTER 47 


TRANSPORTATION 


Specialization and large-scale production are fundamental character- 
istics of the present economic order. An individual does not attempt to 
produce for himself all of the many economic goods he needs for the 
satisfaction of his wants, but instead specializes in a single task or a 
limited number of tasks, trusting that he may obtain, through the process 
of exchange, the other economic goods that he desires— goods which have 
themselves been produced for the most part on a large scale by other 
groups of specialists. Large-scale production brings with it many econ- 
omies, but we often hear it said that the extent to which large-scale pro- 
duction (and its accompanying principle of division of labor) can be ap- 
plied is largely limited by the size of the market for the products. The 
extent of the market is in turn greatly dependent upon the adequacy and 
efficiency of the means of transportation which have been or can be de- 
veloped. 

The Importance of the Railroads.— In the United States, as in other in- 
dustrially advanced countries, the railroad has for many years been the 
most important single means of transportation. In 1940, there were 235,064 
miles of railroads in this country, counting only single trackage between 
any two points, as compared with a total of 254,037 miles in 1916. If sec- 
ond, third, fourth, and other trackage is included in the total, tlie figure 
for 1940 was 408,350 miles. The total investment in our Class I railroads 
(which means every railroad that has a net operating revenue of at least 
one million dollars per year), including the investment in road and equip- 
ment, materials and supplies, and cash, amounted to about $26,000,000,000 
in 1940. The same group of roads employed 1,026,956 workers in 1940, 
as compared with 2,022,832 in 1920. Finally, the Class I railroads had 
revenue car loadings amounting to 36,353,609 cars in 1940, as compared 
with an average of 51,006,082 cars from 1926 to 1930, and carried revenue 
freight amounting to 373,225,000,000 ton-miles in the same year, as 
against an average of 427,234,000,000 ton-miles from 1926 to 1930.’' In 

^ These statistics are from A Yearbook of Railroad Information, 1940 Edition 
(New York, Committee on Public Relations of the Eastern Railroads, 1940), and 
J. H. Paimelee, A Review of Railroad Operations in 1940, Washington, Association 
of American Railroads, 1941. 
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1939, flie railroads carried 61^5 per cent of all freight transported in the 
United States, as compared wth 17.71 per cent for inland water carriers, 
11.97 per cent for pipe lines, and 8.47 per cent for motor carriers." 

Clearly, it is important to everyone drat an industry of such magnitude 
^and vital significance in our economic system should be kept strong and 
vigorous, and capable of rendering cheap, efBcient service. And yet, since 
the be ginnin g of the great depression of 1929, and even before, our rail- 
roads have not been able to earn sufficient net revenue to enable them to 
maintain e.xisting plant and equipment satisfactorily and attract sufficient 
new funds to make possible the construction projects and betterments in 
general which are necessary for continued efficient operation. Indeed, 
many roads have failed to meet their obligations and have gone into re- 
ceivership, while our railroads as a "whole have operated at a net deficit, 
after paying interest charges, in certain years. How were the railroads 
brought to such a condition? ‘S^ffiat can be done to improve their lot? 
These are questions which we examine in the present chapter, and, in 
doing so, we shall find it nfecessary to delve into the a&irs of the other 
forms of transportation in the United States. But our first task is to con- 
sider the chief economic characteristics of the railroads. 

EcoNoxnc Characteristics of the Raicboads 

The railroads furnish an outstanding example of an industry which 
tends naturally to become a monopoly. That is, the railroad industry is 
one in which free competition is wasteful, if not actually ruinous, and in 
which maximum efficiency and lowest costs of production can be obtained 
only when competition is eliminated or at least greatly restricted. 

Licreasing Returns in Railroading.— One of the characteristics of rail- 
roads upon which the tendency to monopoly depends is what is usually 
called increasing returns. A railroad is a business that requires a heavy 
original investment The interest upon borrowed capital, together wth 
other fixed charges such as the rentis of leased lines, taxes, and amounts 
to be set aside for sinking funds to provide for maturing obligations, 
make up an important part of total costs of transportation, and a part 
which remains the same whether the railroad runs at full capacity or at 
only part capacity. As the traffic handled by a railroad increases, the op- 
erating costs increase, of course, but total costs do not increase in pro- 
portion to the increase in traffic, because of the large element of fixed 
costs. It follows, then, that as a railroad comes to be operated at full 
capacity, instead of at half capacity, the business that is handled doubles 
but the costs of transportation do not double, and, if the rates charged 
are assumed to be relatively constant, net earnings of the railroad in- 
crease. 

- Fifty-fourth Annual Report of the Interstate Commerce Commission, Washington, 
Govenunent Printing 0£Bce, 1940, p, 23. 
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There is nothing mysterious about the tendency described in the pre- 
ceding paragraph, nor is the tendency peculiar to the railroad industry. 
Any industry which has a considerable amount of plant and equipment 
will find that it is more economical to run at or near full capacity, rather 
than at some lower level. Nor should one be led to jump to the con- 
clusion that the railroad is necessarily one of those industries which are 
characterized by economists as “industries of decreasing costs.” The con- 
cept of decreasing costs, as usually described in connection with price de- 
termination in the long run, is concerned with the average cost per unit of 
product which the industry would experience as it adjusted itself to dif- 
ferent volumes of production through changing the amount of plant and 
equipment and other productive factors devoted to production. Thus, an 
industry which would have a lower average cost of production per unit 
when its productive capacity and amount of plant and equipment used 
were large than when capacity and amount of plant and equipment were 
small, is to be described as an industry of decreasing costs. But, with 
either a large or a small amount of plant and equipment, any concern in 
the industry would find it more profitable to run at full than at part ca- 
pacity, and would experience increasing returns in the sense that a rail- 
road may experience them. The concept of decreasing costs, therefore, 
refers to the experience of an industry as a whole as it changes its pro- 
ductive capacity, while the concept of increasing returns as applied to 
the railroads refers to the experience of one concern in an industry as it' 
more or less completely utilizes a given amount of productive equipment. 
It may be that the railroad fits into both classes, but the one does not fol- 
low from the other. 

However, the tendency to increasing returns, as described above, is of 
particular importance in railroading, because it is more pronounced in 
the railroad business than in most other lines of production. As a result 
of this tendency, any gain in the volume of business handled is welcomed 
by a railroad, while any loss of traflSc is a serious matter, and consequently, 
under a system of competitive rates, a wild struggle for trafBc usually 
ensues. 

Joint Costs in Railroading.— A second important characteristic of the 
railroad business is that it operates under conditions akin to those of 
“joint costs.” A railroad, of course, ordinarily furnishes only a single serv- 
ice, transportation; but a given train often carries a wide variety of ar- 
ticles— some of high and others of low value; some in carload lots, others 
in less than carload lots; some for long distances and others for short dis- 
tances. The result is that the exact cost of a given unit of transportation 
cannot be discovered. What part of the total cost of operating a train for 
an 800-mile run, for example, should be charged to a ton of coal which is 
being carried for 63 miles in conjunction widi 80 or 90 cars full of other 
commodities, of diflFerent values per pound, being carried for difEerent 
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distances, in lots of different sizes? It follows, then, that the rates charged 
by railroads for their services in connection with any particular lot of 
goods must be more or less arbitrary, being based upon a notion as to 
“what the trafBc \vill bear” rather than upon actual \mit cost of produc- 
tion of the service. 

We have already sho^vn that the tendency to increasing returns in rail- 
roading appears most cdearly when a larger volume of traffic than for- 
merly handled is carried at approximately constant rates. Under condi- 
tions of competition, however, it does not take a railroad long to discover 
that it will be ^vise, at least from the short-run point of \'iew, to add to its 
volume of traffic -even if it has to reduce rates to attract the new business. 
As long as any new traffic ^vill bring in enough revenue to cover the spe- 
cial costs of handling it, and in addition contribute something toward the 
(X)sts whicdr would persist whether or not the new business is taken on, 
it is profitable for a railroad to go after new traffic. Unfortunately, how- 
ever, rate-cutting does not usually stop wth lie first cut. Unless Ae road 
with the increasing traffic has really attracted some business which would 
not otherwise have been carried, it has increased its own traffic at the ex- 
pense of some other railroad or railroads, and one cut in rates usually 
leads to another, until business is being carried at rates insufficient to 
cover even the operating costs, not to mention the fixed costs. This proc- 
ess of competitive rate-cutting has often been described as “cut-throat 
competition.” 

Tee Development of RAnnoAD Regulation 

The American Railroad Industry Under Competition.— In spite of the 
fact that the railroad industry is one in which competition tends to be 
■wasteful, the construction and operation of railroads in this countr}' went 
on under conditions of practically unrestricted competition for more than 
fifty years. Railroads were built far in advance of the needs of the terri- 
tories to be served by them, and the pressure upon the railroads, with 
their large imused capacities, to go out and get business, at whatever cost, 
was irresistible. The result was severe and destructive competition, and 
rate wars were of frequent occurrence. In addition, certain other per- 
nicious practices, such as local and personal discriminations, sprang up. 

Local Discrimination.— The most important type of local discrimination 
was that in which a given shipment of goods would be carried a long dis- 
tance at a lower rate than tibat charged for carrying it a shorter distance. 
For example, as between New York City and Chicago, a low rate on a 
given commodity would be likely to prevail because of competition among 
several railroads operating between ftiese two great terminals, while a 
railroad would charge a higher rate on this same good as behveen New 
York and some intermediate point at which competition with other rail- 
roads did not exist. Sometimes the rate charged to the intermediate point 



340 ECONOMICS: PRINCIPLES AND PROBLEMS 

was the sum of the through rate from New York to Chicago and the local 
rate from Chicago back to the intermediate point. So long as tire through 
or competitive business paid for the special costs of handling it, and con- 
tributed something to the other transportation cqsts, it was profitable for 
the railroad to take it. Moreover, the rates to the local or intermediate 
points would not usually have been lowered if the railroad had given up 
the competitive business, for the local traffic would then have had to 
bear both the operating costs and the fixed costs in their entirety, whereas 
die through or competitive traffic contributed somediing toward the fixed 
costs. 

Personal Discrimination.— The pressure to get business, when railroads 
had unused capacities, manifested itself also in personal discrimination, 
which means charging one person more dian another for substantially 
the same service, or giving one person more service than another while 
charging the two the same rate. Favors of this sort were granted by means 
of a great many devices which are too numerous to note here, and were 
accorded chiefly to the more powerful shippers, that is, to those who had 
the largest quantities of commodities to be transported. The effect of 
widespread personal discrimination is to reduce the railroads from the 
status of common carriers to that of contract carriers, or carriers which 
undertake each particular bit of transportation service on the basis of a 
separate agreement as to service and rate. 

Attempts to Restrain Competition.— Groups of railroads in different 
parts of the country at times became mindful of the ruinous nature of 
competition, and entered into agreements among themselves with the in- 
tent of restricting competitive activity. At times the subject of the agree- 
ments was rates, and the railroads would promise to maintain a given rate 
structure for a certain period of time. At other times, pooling agreements 
were entered into, and the railroads undertook to pool their traffic or the 
earnings from traffic, and to divide the business or the profits from it 
according to some prearranged ratio. While agreements of this sort were 
not punishable by law prior to 1887, they were nevertheless unenforceable 
at law, and there was every incentive for the railroads to attempt at times 
to evade the provisions of the agreements. As a result, most of these agree- 
ments did not enjoy long life. 

Early Railroad Regulation.— The disastrous effect of competition on the • 
railroads, the complaints of shippers concerning local and personal dis- 
crimination, the fear of monopoly power under rate and traffic agree- 
ments, the speculation and fraud which pervaded railroad finance, and 
the attitude of railroad officials and executives toward the public, were 
some of the causes which influenced Congress to begin a long career of 
railroad regulation by passing, in 1887, the Act to Regulate Commerce. 
The legislation pertaining to the railroads has been constantly changing 
since that time, but it was only after almost thirty-five years of regula 
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Bon that an)^thmg like a constructive approach to the railroad problem 
was adopted in our railroad legislation. It will be impossible in chap* 
ter to analyze in any detail the provisions of die various Acts which have 
been passed in regulating the railroads, but it is essential to an under- 
standing of the railroad problem of today that the chief defects of the 
early railroad legislation should be pointed out. The tivo principal defects 
were closely related to each other. 

The Negative Character of Early Legislation.— One defect of our regu- 
latorjf scheme prior to the last twenty years was that it concerned itself 
chiefly with provisions intended to keep the railroads wthin bounds, and 
to prevent the exploitation of the public through unreasonable transpor- 
tation charges and arbitrary maladjustments in rate relationships. The 
principal aim of regulation was to xvipe out railroad abuses, and conse- 
quendy most of the pro\'isions of die legislation took the form of pro- 
hibitions. For example, the railroads were warned that they must not dis- 
criminate between persons or companies, must not charge more for a 
short haul than a long haul unless granted specific permission, and must 
not enter into agreements for the pooling of trafiBc or earnings. From a 
positive point of view, not much was said as to what the rates sho ild be. 
Our legislation did provide, of course, that rates should be “just and 
reasonable,” but no significant meaning was given to these terms prior 
to the legislation passed in 1920. In short, die early railroad legislation 
treated in detail the things that the railroads should not do, but paid lit- 
de or no attention to what they should do if the country was to have an 
eflldent national transportadon system. The items which were omitted 
from die regulation, rather than diose which were included, seem to us 
to constitute the primary purpose of regulation. 

The Policy of Enforced Competition.— Though attempts were made, as 
■was stated above, to eliminate some of the worst abuses which sprang 
up under competition, there was a continued insistence on competition 
as the condition under which the development of our railroad system 
should go on. “The anti-pooling clause of ^e Act to Regulate Commerce, 
and the prohibitions of the anti-trust laws as judicially applied to the rail- 
roads, created serious practical obstacles to the development of respon- 
sible relations between the carriers, to die elimination of personal pref- 
erences, to the stabilization of competitive conditions, to die achievement 
of such economies as coordination might render possible, and to the full 
and flexible utilization of the available plant and equipment. This con- 
demnation of cooperative effort among the carriers through insistence 
upon the rigorous enforcement of competition,- despite the subversive 
tendencies of such competition in the direction of rate fluctuations and 
discriminatory practices, and despite the difficulties of maintaining uni- 
form charges among competitors of strikingly imequal strength, w^ but 
a reflection of the primary emphasis of the regulatory scheme upon re- 
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straining the potential overreaching of quasi-monopolistic power rather 
fTifln upon the provision of a satisfactory system of transportation.” ® 

The Railroads and the First World War.— Because of the nature of our 
railroad legislation, its application brought results which were, in many 
respects, undesirable. We spent too much time seeing to it that railroad 
rates were not unreasonable or discriminatory, and gave too little atten- 
tion to the question of efficient railroad transportation and to providing 
the railroa^ds with a rate system which would permit them to earn a suffi- 
cient amount to enable them to attract into the industry the capital so 
necessary for continued efficient operation. Consequently, when the heavy 
traffic of the first World War began to make unparalleled demand^ 
upon our railroads, they were unable to respond adequately. During this 
great national emergency, the wastefulness of competition in railroading 
and the importance of having an efficient national system of transporta- 
tion were fully realized for the first time. '' 

In order to avoid the complete breakdown of ou? system of railroad 
transportation which seemed imminent, die federal government undertook 
to operate the railroads during the pajrticipation of the United States in 
the firs. World War, and for some time afterward. It was impossible, of 
course, to revolutionize the railroad industry and transform it instantly 
from a disorganized and inadequate competitive system into an efficient 
national organization, but many steps were taken during the period of 
federal operation which augured well for the future. The railroads were 
operated "as a national system of transportation, the common and national 
needs being in all instances held paramount to any actual or supposed 
corporate advantage."^ Locomotives and other rolling stock were pooled 
and used as necessity dictated, without regard to ownership. Shipments 
of freight were moved to their destinations by the most direct routes re- 
gardless of the wishes of shippers as to routes or the amount of use made 
of any particular railroad in the process. Certain railroads were compelled 
to share their terminals vwth other railroads, and repair shops /were used 
jointly. Cars were loaded heavily and the demurrage rates, or charges for 
leaving freight in the railroad cars in excess of a reasonable length of 
time, were increased to speed up car unloadings. Passenger service was 
cut down, and consolidated ticket offices were introduced. The purchase 
of materials and supplies was centralized, new equipment was standard- 
ized, e^qjenses for advertising were reduced, and valuable uniform sta-, 
tistics were compiled. 

Whatever conclusion may be reached as to the financial or operating 
success of the federal control of the railroads, we may at least be thank- 
ful for the new attitude toward die railroads which prevailed after the 

®L L. Shaifman, The Interstate Commerce Commission, New York, Common- 
wealdi Fund, 1931, part 1, pp. 79, 80. 

* Ibid., p. 155. 
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ment, and operation, subject to two conditions; (I) The Commission 
must approve the proposed consolidation as being in line with its final 
consolidation plan, and (2) the par value of the bonds and stocks of the 
new consolidation must not exceed the value of the consolidated prop- 
erties as determined by the Commission. 

As a teihporary expedient, pending the adoption of the final consolida- 
tion plan, it was provided that the Commission could permit one railroad 
to acquire control of another railroad or other railroads, by means of 
leases, stock purchases, or any method not involving actual consolidation. 
In addition, while agreements for the pooling of freight or net earnings 
were still held to be unlawful in and of tiiemselves, it was provided as 
another temporary expedient that the Interstate Commerce Commission 
could approve such agreements and render them valid, or even go to the 
length of taking the initiative in bringing them about. 

The Benefits of Consolidation.— The benefits, from a social or national 
point of view, which might be expected to result from the consolidation 
of the railroads of the country into a limited number of systems as pro- 
vided in the Act of 1920, are familiar ones. First, they would make it pos- 
sible to realize important economies in operation and to utilize to the 
maximum the existing plant and equipment of the railroads, by methods 
similar to those employed by the federal government during its operation 
of the roads. These methods would include, of course, the pooling of lo- 
comotives and cars and their use anywhere in the system, the joint use 
of terminals and other facilities, heavy loading of cars, centralized pmr- 
chases, standardized equipment, and uniform statistics. In tire second 
place, the consolidation plan would replace numerous existing lines, of 
varying financial condition and command over traffic, with a small num- 
ber of systems of approximately equal strength. As a result, rate regula- 
tion would be facilitated. 

Rate Provisions of the Act of 1920.— Congress, in drawing up the Trans- 
portation Act of 1920, was mindful of the necessity for adequate earnings 
in railroading and tried to make provision in the Act for rates which would 
make such earnings possible. The Commission was given the power to 
establish both maximum and minimum rates and, by fixing boA, to de- 
cide upon the actual rates. Furthermore, it was made the duty of the Com- 
mission to exercise its rate-making powers in such a way that the railroads 
as a whole, or as a whole in such rate groups or territories as it might 
designate, would earn an aggregate annual net railway operating income 
equal, or as nearly equal as might be, to a fair return upon the aggregate 
value of the property of such railroads used in the transportation service. 
The valuation of the railroad property, and the determination of what 
constituted a “fair rate of return” upon such property, were to be in the 
hands of the Commission. In determining such fair rate, of return, the 
Commission was to bear in mind the transportation needs of the conn- 
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try and the necessity of expanding railroad facilities, if adequate trans- 
portation was to be furnished. It will be noted that no provision what- 
soever was made for individual railroads to earn a fair rate of return. It 
Was only for the railroads as a whole, or in certain groups as designated 
by the Commission, that fair returns were to be sought. The word “group” 
in this coimection may, we believe, be taken to mean a group of railroads 
somewhat larger than one of the limited number of systems into which 
the railroads of the country were to be consolidated. 

The Recapture Clause.— It was realized, of course, that rates high 
enough to give a fair rate of return for the railroads as a whole or in large 
groups would furnish some strong roads enjoying good location and e.\- 
cellent physical condition the chance to make an excessive rate of return. 
The “recapture clause” in the Act of 1920 was intended to prowde against 
this contingency. According to the pro\'isions of this clause, any railroad 
which received in any year a net railway operating income of more than 
6 per cent on the value of its property devoted to transportation w'as re- 
quired to share the excess above 6 per cent with the government. One-half 
of the excess income was to be turned over to the Commission for the pur- 
pose of setting up what was called a “general railroad contingent fund,” 
while the other half was to be held in a reserve fund by the railroad. 
WTien the amount in this reserve fund equaled 5 per cent of the value of 
the railroad’s propeity', the fund could be dra^vn upon, but only to meet 
fixed charges and make diwdend payments in years when its net operat- 
ing income fell short of the 6 per cent level prescribed by law. The general 
railroad contingent fund, on the other hand, was to be used by the Com- 
mission to make loans at 6 per cent interest to needy raihoads, for the pur- 
pose of developing equipment or refunding maturing obligations, or to 
buy railroad equipment and lease it to the railroads. 

Railroad Securities Under the Transportation Act of 1920.— A third di- 
vision of the Act of 1920 concerned itself wdth fhe control of railroad se- 
curities. The principal pmpose of such control was to make sure that the 
financial operations of the railroads in the future would be of such a na- 
ture as to provide a soxmd basis for the rehabilitation of railroad credit 
and for the development of the railroad ^stem. In addition, it was desired 
to protect the investing public against loss through extravagant and even 
dishonest financing, such as had taken place at times in the past The 
principal pro\Tsion of the Act, with respect to securities, was to make it 
unlawhil for raihoads to issue their own securities or to assume any ob- 
ligations in connection with the secnuities of other raihoads unless, after 
theh application to the Commission and after investigation by the Com- 
mission of the purposes and uses of the proposed financial operation, the 
Commission should give its consent. The ^mmission was given rather 
wide discaretionaiy power in decading these financial matters, but it was 
asked to bear two considerations in mind: (1) The proposed transaction 
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must be for some lawful purpose within the business of the railroad, and 
(2) it must be reasonably necessary and appropriate for this purpose. 

Service Regulation.— The fourth major problem touched upon by tiie 
Act of 1920 was that of adequate railroad service. Each railroad was or- 
dered to furnish safe and adequate car service, and to set up and enforce 
reasonable rules and practices with regard to such service. Car service 
was taken to include the supply and use of rolling stock, the supply of 
trains, and interrailroad relationships with regard to rolling stock. The 
Commission was also empowered, when it considered such action de- 
sirable, to formulate reasonable rules and regulations to govern the rail- 
road car service. In case of emergency, the Commission could abolish 
all existing regulations with regard to car service, and proceed (without 
regard to the desires of any particular railroads) to provide for the uni- 
fied utilization of railroad facilities, for the joint use of terminals, for pref- 
erence or priority for certain commodities in transportation, and for di- 
rect routing and expeditious handling of traffic. 

Finally, die approval of the Commission had to be obtained before an 
existing railroad enterprise, or any part of it, could be abandoned, or any 
new construction of railroads undertaken. Furthermore, in tliis connec- 
tion, the Commission was again given power to take the initiative, and 
order a railroad to provide itself with safe and adequate facilities for 
carrying on its car service, or to extend its lines by. means of new con- 
struction. 

. Progress Toward Consolidation.— Though the Transportation Act of 
1920 represented a refreshing and desirable change of attitude toward the 
railroad problem, it did not furnish a satisfactory basis for the operation 
of the railroads in the years after its passage. In the first place, compara- 
tively little progress has been made toward the consolidation of the rail- 
roads. It is true, of course, that the Commission in 1921 published a ten- 
tative plan which provided for the consolidation of the railroads of the 
country into nineteen systems. One system was to provide for the needs 
of New England, five were to be trunk-line systems between New York 
and Chicago, and five were to be transcontinental systems from Chicago 
to the Pacific coast. The lower Michigan peninsula was to have one syS'. 
tern, and there were to be two "soft coal” lines from the Chesapeake Bay 
to the Great Lakes. Finally, there were to be three systems in the South- 
east and two in the Southwest. Extended hearings were conducted to con- 
sider the plan, but little has been done toward putting it into operation. 
However, several railroads have been allowed to carry out plans for con- 
solidation with other roads or for the acquisition of control over them 
provided in the law. 

It must be remembered -that consolidation cannot be forced upon the 
railroads by the Commission under the present law, and consolidation has 
not gone forward at a very rapid pace. In the first place, the strong rail- 
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roads, in good physical condition and wth undoubted earning power, 
have been ^ul^vifiing to join forces Avith the weaker roads to form the type 
of systems called for by die Act of 1920, or at any rate to go into such 
consolidatiohs except on terms rather unfavorable to the weak roads. And 
in some cases, the raihoad clacials who would naturally carry on the ne- 
gotiations for consolidation have not been anxious to do so for fear they 
might be forced to accept positions in the new system inferior to those 
which they already hold. 

The Control of Railroad Securities and Service.— The provisions of the 
Transportation Act relative to railroad securities and service have not 
been of great practical importance up to the present time. Since 1920, 
and especially since 1929, raihoad earnings have been low and raihoad 
credit has not rated so high as in former times. The carriers have con- 
sequently experienced considerable difficulty in refunding theh maturing 
obligations on satisfactory terms, and new issues, for many roads, have- 
been practically out of the question. The control of raihoad ser%'ice by 
the Commission has been a source of irritation to raihoad executives. 
They complain of the situation as one in which a company carmot extend 
its facilities if business is profitable, or abandon production if business 
results in large net losses, -without tire approval of a governmental com- 
mission, and in which a company may be asked to share its facilities with 
competing companies. 

Raihoad Earnings Since 1920.— The most serious criticism of the Trans- 
portation Act of 1920 is that under its operation raihoad earnings have 
never been entirely satisfactory and sank to a very low level after 1929. 
Apparently many people thought that the Act had disposed, for many 
years to come, of the problem of securing adequate raihoad earnings, but 
a study of the net operating income of the raihoads since 1920 discloses 
that this was dedde^y not the case. The rates of net operating income of 
the Class I raihoads of the United States, based upon the aggregate -value 
of theh properly devoted to the transportation service from 1921 to 1940, 
are shoum in Table 57. It should be noted that the percentages there pre- 
sented are for Class I raihoads as a whole, and are calculated upon the 
valuations which the raihoads themselves put upon theh properties. If 
calculated on the basis of the Commission’s valuations of the raihoad 
properties, they would be slightly higher, because the latter valuations 
have ordinarily been somewhat more conservative than those of the rail- 
roads themselves. 

While it is difficult to say what rate of return upon the aggregate value 
of raihoad properties would be adequate, and no more than adequate, 
for the maintenance of an effident transportation sj'stem, we may at least 
point out that the rates actually earned by the ra&oads since 1920 have 
been consistently below the rate determined upon by the Commission as 
one which it considered adequate and reasonable. The Commission de- 
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TABiiE 67 . — ^Thb Rate op Return Earned by Class 1 Railroads as a Wholb^ 
UPON THE Aggregate Value op Their Property Devoted to the Transportation 

Service, 1921-40 

(Sources: Statistics of Railways of Class I, IQSo, Washington, Bureau of Railway Economics, 
1935; A Yearbook of Railroad Information, 19i0 Edition, p. 50; and A Review of Railway Opera- 
tions in 19 iO, p. 28) 
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cided in 1922 that, for the railroads as a whole, a rate of 5^ per cent upon 
the aggregate value of the railroad properties used in the transportation 
service would be adequate; and it wfll be remembered that under the Act 
of 1920 the “recapture” of the earnings of individual railroads was to 
begin at 6 per cent. If the Commission s figure of 55^ per cent is accepted 
as satisfactory for the railroads of the country as a whole, it is clear that 
the railroads, even in the period of relatively good business between 1921 
and 1929, did not earn an adequate rate of return in any year. 

Railroad Finances in the Depression.— In the post-1929 depressionj with 
its sharp decline in the volume of goods requiring transportation by any 
agency, the railroads were very hard hit. 'fhe net earnings of Class I rail- 
roads fell from 4.81 per cent on the aggregate value of their property in 
1929 to the ridiculously low figure of 1.24 per cent in 1932. Since 1932, 
the "peak” in railroad earnings occurred in 1940, when a rate of 2.61 per 
cent was achieved. It may be noted, however, that the 1940 earnings 
amounted to 3.43 per cent when computed on the basis of value as found 
by the Interstate Commerce Commission as of January 1, 1938. The earn- 
ings rates which we have presented are for net operating income before 
the payment of interest charges. After paying interest charges, the Class I 
railroads had net deficits in 1932, 1933, 1934, and 1938, and had very 
small net incomes in other recent years. 

The number of passengers carried by these roads, which had averaged 
1,114,055,000 annually from 1916 to 1920, declined to 432,980,000 in 1933, 
and the revenue freight carried, which had averaged some 427,234,. 
000,000 ton-miles from 1926 to 1930, fell to 233,977,000,000 ton-miles in 
1932.® Railroads have failed in large numbers in recent years. By the end 
of 1940, 104 railroad companies with 75,765 miles of track were in re- 

® Statistical Abstract of the United States, 1935, pp. 368-375. 
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ceivership or trusteeship.® This ihileage represented 31 per cent of the 
total for the United States. Even heavier casualties would probably have 
occurred had it not been for the activities of the Reconstruction Finance 
Corporation and Public Works Administration in lending $987,579,305 
to the railroads during these troubled years. Of this smn, $376,386,271 
had been repaid by the railroads by the end of 1940.^ 

The Causes of the Ramoad Probi^im 

The Problem of “Fair Valuation.”— While the desperate situation of the 
railroads in recent years is largely chargeable to the post-1929 depression, 
the rise of competing forms of transportation and defects in rate-making 
and rate regulation were also contributing factors. The Transportation 
Act of 1920 directed the Interstate Commerce Commission to use its rate- 
making powers in such a way that the railroads as a whole, or in groups 
designated by the Commission, would earn a fair return on a fair valua- 
tion of their properties devoted to the transportation service. This rule of 
rate-making sounds eminently fair, but it is diflScult to apply. To begin 
with, what is a “fair valuation” of the properties of raihoad companies? 
The use of the value of industrial properties as the basis for determining 
what earnings should be granted the owners exactly reverses the cus- 
tomary economic procediue. For the value of productive facilities ordi- 
narily depends upon the earnings which the o^vners are able to make 
with their help. The earnings are capitalized at the current rate of interest, 
and this capitalization is the value of the productive facilities. Clearly, the 
valuation of the railroad properties for rate-making purposes had to be 
made on some other basis. 

To many persons, the cost of the railroad properties seemed to sug- 
gest their vdue, but the application of the cost formula was also dif- 
ficult. Should the value of a railroad’s properties be the amount actually 
spent in acquiring them, or should it be what would have to be spent, at 
the time of valuation, for new properties with equal productive capacity? 
If original cost, and not reproduction cost, is decided upon, should the 
original cost include all expenditures actually made by the railroad, or 
merely an amount which it would have been “prudent” or “necessary” to 
spend? The principle of a fair return upon a fair valuation has lost much 
of its significance for railroading since 1933, and does not warrant a de- 
tailed examination at this point. It will be considered more fully in our 
treatment of public utilities in the following chapter. 

The Problem of a "Fair Return.”— The Transportation Act of 1920 pro- 
vided for the recapture of the earnings of individual railroads in excess 
of 6 per cent on the valuation of their properties, and the Interstate Com- 
merce Commission decided that 5% per cent was a “fair rate of return. 

® A Review of Railway Operations in 1940, pp. 9, 10. 

Ubid., p. 11. 
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To make SK per cent on the aggregate value of their properties over & 
period of years, the railroads would have to make higher earnings in some 
individual years, since they would certainly make less in others. It was 
possible, of course, for individual railroads to net more than 53t per cent 
in some years, by sharing with the government the earnings in excess of 
6 per cent; but the rates whidi the railroads as a whole could charge for 
their services appeared to be adjusted in such a way that no more than 
the prescribed fair return would be earned by them as a whole in any 
year, while in some years the rate was certain to be less than that estab- 
lished by the Commission. This situation appears to be inconsistent with 
any satisfactory long-run interpretation of a fair rate of return. 

Odier Experiences with the Rule of Rale-making.— The rule of rate- 
making of the Transportation Act of 1920 was unfortunate in Riat it gave 
many people the idea that expert rate-making by the Commission would 
insulate the railroads against the effects of booms and depressions in gen- 
eral business, and afford die railroads a stable rate of return year by 
year. Such hope has been shown to be entirely unrealizable by the events 
of recent years. The rule of rate-making apparently created, also, a dis- 
position on the part of railroad executives to place complete responsibih'ty 
on the Interstate Commerce Commission whenever the railroads failed 
to make a fair rate of return. Finally, the rule of rate-making has been 
shown to be a will-o’-the-wisp in a period of rapid technological change, 
such as that which has prevailed in the transportation field in recent years. 
Such technological changes usually require important readjustments in 
the industries affected, and may impose severe losses on established pro- 
ducers in the field. The investments which were made in the railroad in- 
dustry may have appeared necessary and sound when drey were made, 
but the rise of odier forms of transportation appears to have rendered a 
part of the railroad facilities unnecessary and obsolete. Under such con- 
ditions, it may be impossible to set up any rate structure which will afford 
the railroads a fair rate of return on the entire actual investment which 
they made in their productive facilities, and it would seem logical to re- 
value the railroad properties so that the earnings which it is possible for 
the railroads to make will constitute a fair rate of return. 

The Demand for Railroad Services.— Some years ago, when the rail- 
roads provided the only satisfactory means of long-distance transporta- 
tion, they could count on carrying most of the passenger and freight traf- 
fic of the country. In other words, the demand for their service was 
inelastic. Under this condition of demand, high rates for passengers and 
freight tended to yield better financial returns than low rates, and a rate 
increase could usually be depended upon to increase railroad earnings, if 
additional income was necessary. 

But in recent years, motor vehicles and other carriers have developed 
into efiQcient and satisfactory agencies of transportation. Consequently, 
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tie country is. no longer absolutely dependent upon the railroads and, 
for some t^es of traflBc, can take the railroad ser\ice or leave it, depend- 
ing upon the comparative rates and service of the railroads and other 
transportation agencies. Hence, the demand for railroad serAice is now 
relatively elastic. Under this condition of demand, high rates may prove 
financially disastrous to the railroads, while low rates may bring in- 
creased business and improved net earnings. 

Some events of recent years suggested drat many railroad executives 
had foiled to recognize the changes that had taken place in transporta- 
tion, and continued to think of the service provided by railroads as abso- 
lutely essential. "When railroad traffic and earnings declined rapidly after 
1929, the railroads in 1931, 1935, 1937, and 1938 petitioned the Interstate 
Commerce Commission for increases in freight rates. Some of the re- 
' quests were granted and some rejected, but the increases in freight rates 
were not Very helpful in the face of poor business conditions, Ae small 
total volume of traffic, and strong competition from other types of car- 
riers. The conservatism of railroad officials also manifested itself in the 
slowness widr which they adopted improvements in railroad equipment 
and service, and by their opposition in 1936 to the Commission s decision 
to reduce railroad passenger fares in the hope of increasing traffic 
earnings. 

The Railroad Labor Situation.— Another factor operating to accentuate 
the railroad problem is the favorable treatment which the railroads have 
been required by law to afford the workers in the iifdustry. The federal 
government^ in carrying out its policy of railroad regulation, has not hesi- 
tated to raise die status of labor in the industr)^ In 1916, the average rail- 
road employee worked 3151 hours for an income of $891.61, or 28.3 cents 
an hour. In 1940, the average employee worked a litUe over 2547 hours 
for an income of $1913, or 75.1 cents per hour. Hence, he worked 19 per 
cent less time in 1940 than in 1916, but received wages amounting to 114 
per cent more. The total wage bill of the railroads was almost 34 per cent 
greater in 1940 than in 1916, while the total number of employees was 
about 38 per cent smaller.® 

The railroads are compelled by law to maintain safety appliances for 
the protection of their workers, and the employees, of course, receive free 
transportation from the roads for which tiiey work. They also receive 
various finnncfal benefits under such laws as the Railroad Retirement Act 
and the Railroad Unemployment Insurance Act Recent proposals for the 
benefit of railroad workers include the payment of the same wages for 
six hours’ work a day as are now paid for eight hours, and dismisssil com- 
pensation for employees affected by abandonments or unifications of rail- 
roads. ^Vhile these advantages may not be greater than the railway em- 
ployees should enjoy, diey have unquestionably constituted a heavy bur- 

^Ibid., p. S3; and A Yearbook of RaSroad Information, 1940 Edition, pp. §2-86. 
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den upon the industry in times of depression. On this account, a general 
10 per cent reduction in railway wages was permitted, and became effec- 
tive February 1, 1932. However, the 1931 level of wages was completely 
restored by April 1, 1936. ^ 

Competition in Transportation.— Probably the principal factor giving 
rise to the railroad problem was the loss of passenger and freight trafiBc 
to automobile and water carriers, both before and during^ the post-1929 
depression. To be sure, the figures we have cited for 1939 show that 
the railroads were still carrying 62 per cent of all freight in the United 
States, as against 26 per cent for motor and water carriers combined. 
However, the railroads in 1939 handled less than 9 per cent of the pas- 
senger traflSc, of which almost 91 per cent moved in busses or private auto- 
mobiles. 

After many years and much legislation of the trial and error variety, 
we eventually arrived at the significant conclusion that consolidation and 
cooperation of railroad lines are preferable to their competition as a 
means of obtaining eflSciency and economy. However, we have been slow 
to realize that it is equally likely ^at coordination and cooperation of the 
several types of carriers— rail, water, motor, and air— would be better than 
competition, from the point of view of developing an adequate and efiB- 
cient national system of transportation. Of course, not all of the railroad 
traffic losses were due to the competition of otbef types of carriers. More- 
over, the railroads have no legitimate grievance in connection with the 
loss of traffic to other types of carriers, so long as the traffic gains of these 
carriers are based on superior service, more efficient operation, and lower 
costs. But the railroads have often charged that traffic has been taken 
from diem by unfair competition. Into this question we must look a little 
further. 

Water Competition.— There can be no doubt that there is a place for 
water carriers in our transportation system, but the railroads have com- 
plained that much of the traffic handled by water carriers was secured on 
the basis of costs that were low only because of special advantages and 
favored treatment received by these 'carriers— treatment not accorded the 
railroads. In other words, it is contended that the competition furnished 
by some water carriers is essentially unfair to the railroads. 

Certain inland waterways have lieen constructed at heavy cost to the 
federal government, and have proceeded to charge shippers rates so low 
that the receipts would barely cover the operating expenses of these water 
lines. When this sort of thing takes place, the shippers, of course, are not 
paying the full costs of transportation, but are being subsidized because 
die taxpayers assume the ejqjenses for fixed charges and maintenance. 
The railroads, on the other hand, must maintain tracks, bridges, and 
terminals, and pay their own fixed charges and taxes. Thus, they not only 
lose traffic to these waterways, but pay heavy taxes as well, part of which 
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go to the support of the waterways, their competitors. Incidentally, the 
faxes paid by Class I railroads in 1940 amoxmted to $396,000,000, or about 
58 per cent vf their net operating income of $682,000,000, before pajung 
interest charges.® 

To take an extreme example, let us consider the Mississippi-Wariior 
Rivers Barge Line. It has been estimated that the government spent 600 
million dollars on this system and its branches. Since its construction as 
a war project, this barge line had carried, up to 1929, 72 million tons of 
freight at an average aimual loss, home by the taxpayers, of $440,000; 
and this figure is said to include no allowance for ordinary interest, taxes, 
and depreciation, such as a private transportation enterprise would have 
to meet.“ More recently the Inland Waterways Corporation, operating 
federal barge lines on the Mississippi River and tributary waterways, re- 
ported that in 1939 it had carried 1,894,916 tons of freight at a net loss of 
$299,949, even though it paid no taxes or interest to private investors.^*^ 
Not all \vater carriers, of course, can be compared directly with diese 
lines; but it is probable that a considerable portion of the freight carried 
by water, amounting annually to many millions of tons, is carried at rates 
insufBcient to cover total costs of production, if interest, maintenance ex- 
penses, and the taxes which would be collected from strictly private trans- 
portation agencies are included. This situation is clearly a cause for con- 
cern to the railroads. 

Motor Competition.— The competition of motor carriers has also been 
serious. Not only do large numbers of people transport themselves from 
place to place by automobile, but common carriers by bus have also made 
a hole in the passenger traffic receipts of the railroads. In addition, large 
quantities of freight are now being carried by truck, both for short and 
for long distances. Some of the trucks operate as common carriers; that is, 
they run over regular routes at certain specified times and ser^'e all com- 
ers.- Others operate as contract carriers, furnishing each bit of transpor- 
tation service on the basis of a separate agreement as to conditions of 
transportation, including rates, between the trucking company and the 
customer. Finally, some companies, engaged in other lines of business, 
do their own trucking. 

The Advantages of Motor Carriers.— Again, the railroads had no 
thought of contending that there is no place in our transportation sj'stem 
for carriers by motor, but they claimed that much of the competition fur- 
nished by these carriers \vas unfair to the railroads so long as motor car- 
riers were unregulated as to rates and other conditions of sendee, and 
enjoyed special advantages that were not available to the railroads in 

® A Reoiew of Railwaif Operations in 1940, p. 26. 

“ E. E. Loomis, “Railwaj-s vs. Watenraj-s,” in Review of Reviews, Febmarj', 1929, 
pp. 79-82. 

“ Chicago Tribune, May 28, 1940. 
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furnishing their transportation service. First, witli regard to the alleged 
advantages enjoyed by motor carriers, it was pointed out that they are 
largely exempt from certain types of expense which tlie railroads have 
to bear. The roadbed for the motor carriers is the public highway, con- 
structed and maintained at public expense, and the fixed charges on the 
investment in these highways are not paid by these carriers. 

The motor carriers have sho\vn tliat the heavy taxes which they pay are 
enough, or more than enough, to cover their share of tlie cost of con- 
structing and maintaining tlie highways, but this is not quite the point. 
The motor carriers pay taxes, but these taxes represent tlieir only con- 
tribution to the cost of constructing and maintaining their roadbed— tlie 
public highways. Hie railroads, on the other hand, claim tliat tliey have 
to construct and maintain their own roadbed, and in addition pay taxes 
which are at least as heavy as those paid by motor carriers. Tin's claim 
must be discounted somewhat on the ground that rights-of-way, extra 
land, and in some cases money were given to the railroads by various 
governmental units many years ago. 

In the second place, die railroads complained that die motor carriers 
were almost completely unregulated, since they were relatively free to 
charge any prices they liked for their sei^ices, while die railroads were 
not free to make changes in their rates to meet motor competition.^ 
Changes in railroad rates could be made, of course, but only slowly and 
with the consent of the Interstate Commerce Commission, and conse- 
quendy the rates could not be made flexible enough to meet die rapid 
changes in rates open to the unregulated motor carriers. A truck owner 
could take a load a certain distance at a remunerative rate and, rather 
than return with an empty truck, could afford to pick up a return load 
at almost any price obtainable. With some exceptions, he could charge 
different people different rates for exactly die same service. He could 
charge more for a short than for a long haul, and was subject to almost 
no restrictions as to adequacy or regularity of service, being permitted to 
enter or quit the business at will. None of these advantages were enjoyed 
by the railroads. To have permitted competition between motor carriers 
and the railroads to continue on the terms described above, would have 
been to sanction a condition which was fraught with danger for the rail- 
road industry, and to make it extremely unlikely that the railroads, being 
closely regulated, could earn a return adequate to insure continuous, effi- 
cient transportation service. 


Solving the Railroad Problem 

The Federal Railroad Coordinator.— As a result of the depression and 
other factors affecting the railroad problem, the railroad industry was in 
a woeful condition when the Roosevelt administration took office in 
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March, 1933. This administration, however, lost no time in trying to as- 
sist the railroads. It was thought that part of the railroads’ diflBculty in 
obtaining adequate revenue was due to their failure to effect the econo- 
mies which had been expected to accompany consolidation. As we have 
seen, consolidation had moved at a snail’s pace since 1920, and the inde- 
pendent railroads did not cooperate in such a way as to reap any con- 
siderable part of the benefits which were expected to result from con- 
solidation. Therefore, in 1933, a law was passed creating the ofSce of 
Federal Coordinator of Railroads, which ofiSce was filled by Joseph B. 
Eastman, former member of the Interstate Commerce Commission. The 
duties of the Coordinator were (1) to encourage and promote, or require, 
the elimination of mmecessaiy duplication and ^\’aste, and (2) to recom- 
mend further legislation for the improvement of transportation conditions. 

The Accomplishments of the Coordinator.— The Coordinator made 
practically no use of his power to order the railroads to introduce econo- 
mies. The first two years of his tenn of oflBce were largely given to making 
surveys, and comparatively few of his plans were so perfected that he felt 
justified in requiring the railroads to adopt them. Besides, it was felt that 
the eflBcient administration of his ofiBce depended on securing the co- 
operation of the railroads and that they should be encouraged to adopt 
the plans voluntarily. Among the subjects studied were the joint use of 
terminals, box-car pools, improvements in handling merchandise traffic, 
joint railroad shops, a central research bureau, and the development of 
new containers, or sectional car-bodies, interchangeable between all rail- 
roads and Avith other types of carriers, to be used for store-door pick-up 
and delivery sem'ce. 

Recommendations were finally made to tire railroads regarding some 
of these matters. The pooling of freight cars by the railroads would have 
resulted in a saving of $100,000,000 a year in interest and operating ex- 
penses, according to the Coordinator, while the joint use of terminals 
would have saved $10,000,000 a year in Chicago alone and 350,000,000 in 
the country as a whole. These and other suggestions were in general un- 
fevorably received by the railroads. Apparently there was a feeling that 
the Coordinator was trying to “show up” the railroad executives and force 
reforms upon them. Ilie executives held that the sa\'ings suggested by 
the Coordinator would be almost completely oEset by the cost to the rail- 
roads of complying wth new railroad legislation recommended by the 
Coordinator. Moreover, it was held that the greater part of the antici- 
pated savings would involve reductions in die railroads’ labor force, al- 
though die law provided that the number of railroad employees must not 
be reduced by coordination. In view of the hostility of railroad execu- 
tives, and the desire of those in favored positions to hold their advan- 
tages, it is hardly surprising that the Coordinator did not meet with much 
success in Iiig eEorts to bring about the coordination of the railroads. 
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The office of Federal Railroad Coordinator was discontinued in 1936.. 
but the Transportation Act of 1940 set up a Board of Investigation and 
Research for the transportation field as a whole. The Board has three 
members, appointed by die President, and a statutory life of two years 
with a fmther extension of two years at die option of the President. The 
work of the Board falls into diree general categories: (1) It is to study 
the extent to which public aid is given to rail, motor, and water carriers, 
and the taxes which are paid by diese carriers to the various governmen- 
tal units. (2) It will examine die relative economy and fitness of these 
types of carriers, to determine die kinds of work for which each is espe- 
cially suited and mediods for developing die carriers into an adequate 
national system of transportation. (3) It has die power to investigate or 
_ consider any other matter relating to diese transportation agencies which 
it diinks may improve transportation conditions and effectuate die na- 
tional transportation policy declared in the Interstate Commerce Act. 

Compulsory Coordination or Consolidation of Railroads.— Investigation 
and research are valuable, but dieir results must be used if practical bene- 
fits are to be obtained. After twenty years in which little has been accom- 
plished in the way of coordination or consolidation in die railroad indus- 
try, it is sometimes proposed today that we should gain one or die other 
of these objectives by compulsion. Under such a plan, the Interstate Com- 
merce Commission would be given die power, after mature deliberation 
and extended hearings, to order such coordination or consolidation as 
might appear desirable from the point of view of securing efficient rail- 
road operation. In some instances, either coordination or consolidation 
might appear to be contrary to die corporate interests of individual rail- 
roads, but it is argued diat the private interests of individual railroads 
should be subordinated to the interests of the country as a whole in de- 
veloping a sound national transportation system. It is said to be, after 
all, only a step from the Commission s present authority to control the 
extension of railroad lines and services, to the power to order die con- 
solidation of certain railroad properties. Moreover, it is argued diat die 
railroads themselves would probably prefer compulsory consolidation to 
governmental ownership and operation, which might be seriously con- 
sidered if efficiency in transportation cannot be achieved under regulation. 

Rate-making and the Recapture Clause.— In 1933, the recapture pro- 
vision of the Transportation Act of 1920 was repealed. This clause, it ■will 
b§ remembered, required individual railroads to turn over to die govern- 
ment one-half of their net operating income in excess of 6 per cent on the 
value of their properties devoted to transportation, and to place the re- 
mainder of such excess earnings in a reserve fund. The recapture clause 
had been a source of great annoyance to the railroads, though it probably 
was not a serious financial burden in ■view of the generally low railroad 
earnings since 1920. The clause seemed to be inconsistent with the de- 
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dared principle of allowing the railroads to earn a fair return, in the long- 
run sense of that term, and we believe its repeal should be permanent. 

The general rule of rate-making was also changed by the Transporta- 
tion Act of 1933, and the emphasis is no longer placed simply on the “fair 
return on a fair valuation” as in the Act of 1920. The new prindple pro- 
vides: “In the exercise of its power to prescribe just and reasonable rates 
the Commission shall give due consideration, among other factors, to the 
effect of rates on the movement of traffic; to the need, in the public in- 
terest, of adequate and efficient railway transportation service at the low- 
est cost consistent ■with the furnishing of such service; and to the need of 
revenues sufficient to enable the carriers, under honest, economical, and 
effident management, to provide such service.” Though this new prin- 
ciple is somewhat less definite than the old one, it will probably furnish 
a more satisfactory general basis for rate regulation. 

Passenger Rates.— The Interstate Commerce Commission, through its 
control of both maximum and minimum railway rates, holds die power 
to dedde what passenger and freight charges are to prevaiL In 1936, the 
Commission dedded to investigate the effects of reduced passenger rates. 
It ruled that the basic passenger fare should be dianged brom 3.6 cents 
to 2 cents a mile in coaches, and to 3 cents in Pullman cars; and also 
eliminated the 50 per cent surcharge on Pullman service. It was hoped 
that these reductions would bring an increase in passenger traffic which 
Avould more dian offset the lower fares, and thus yield the roads a greater 
net income from passenger traffic. The results of this experiment cannot 
be stated very definitely. Railroad passenger traffic picked up sharply 
under the low rates, but before the full effects of the reduced charges 
could be thoroughly tested, the business recession of 1937-38 brought 
an upset to all calculations. 

The reduced fares affected only the eastern railroads, since the roads 
in other parts of the country had already reduced their passenger fares. 
In July, 1938, the Interstate Commerce Corrunission permitted the eastern 
roads to raise the basic passenger fare from 2 to 21 : cents a mile, and these 
roads promptly made &e change. The increased rate was experimental, 
however, and in February, 1940, the Conunission denied a petition by 
most of the eastern roads for the continuance of the rate. Over strong 
opposition of the petitioning railroads, which threatened to carry the 
matter to the Supreme Court, the Conunission ruled that die basic pas- 
senger coa 6 h rate must return to 2 cents a mile as of March 24, 1940. 
But the Commission later, as of February 10, 1942, authorized a 10 per 
cent increase in both coach and Pullman car railway fares. 

Improvements in Railroading.— In the past few years, the railroads have 
manifested a highly progressive attitude toward their business. Some 
have adopted streamlhie trains for certain routes, and diese trains have 
both increased the speed and convenience of the service and lowered 
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tiie operating costs. Most roads have installed air-conditioned passenger 
cars, and made olher changes in equipment which have increased die 
comfort and convenience of railroad travel. Many have also inaugurated 
what is called a store-door pick-up and delivery service, to make &e rail- 
road freight service comparable to that furnished by motor carriers, and 
have in some cases begun to operate their own trucks and busses. In 1940, 
66 leading railroads announced a new scheme to increase passenger busi- 
ness by selling railroad tickets on tlie installment plan. The plan operates 
dirough a separate company, called the Travelers’ Credit Corporation, 
and applies only to trips costing $50 or more. Applications for credit 
are passed on overnight; die customer gets his ticket and takes his frip; 
and payment is made in mondily installments. Such a wide-awake at- 
titude on the part of die railroads is likely to be much more conducive 
to a solution of their problems than their former “standpat” attitude. 

Railroad Wages.— In May, 1938, the railroads decided to reduce die 
wages of their employees by 15 per cent, effective July 1, 1938, but later 
changed diis date to December 1, 1938. Declining revenues and in- 
creased expenses of operation had combined to make the railroad situa- 
tion even more serious than in 1932, and the roads determined upon a 
wage cut in the hope of saving some $250,000,000 annually. Tlie leaders 
of &e railroad labor unions immediately announced diat die cut would be 
resisted. No agreement could be readied through direct negotiation be- 
tween labor and management, and the sendees of die National Mediation 
Board were requested in August, 1938. The Board was unable to mediate 
the dispute. The President dien appointed a fact-finding committee to. 
report on the problem. The decision of this commission was not binding 
on either labor or management, and for a time it seemed likely diat there 
would be a strike; but in November, 1938, die railroad executives de- 
rided to vrithdraw the proposed wage cut. In 1941, die railroad workers 
demanded a 30 per cent wage increase. After extended discussion, at- 
tempts to mediate, and threats of a strike, the unions and die manage- 
ment reached an agreement, on November 5, 1941, which called for an 
average increase of ISM per cent in the wages of railroad workers. 

Financial Reorganizations.— Some railroads have found a partial solu- 
tion to their problems in financial reorganization. The Transportation 
Act of 1920 did not give the Interstate Commerce Commission complete 
control over reorganizations, but 25 railroads reorganized under the 
Bankruptcy Act of 1933, and thus reduced their long-term indebtedness 
by roughly billion dollars and their interest charges by $91,000,000 
annually. 

The Motor Carrier Act.— Another important accomplishment in die 
transportation field was the passage, in 1935; of an Act to regulate motor 
carriers. The Act did not actually become operative until several months 
of 1936 had elapsed. While this legislation was not intended primarily 
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if, after holding hearings, it finds that rates do not comply with the law, 
it may prescribe new rates. 

For purposes of enforcement, a division of four members of the Com- 
mission was created to supervise all matters pertaining to motor vehicles. 
Under this division, a motor carrier bureau was established with district 
offices in various parts of the country. Violations of the law are subject 
to a $500 fine for a first offense, and $2000 fine for each additional offense. 
These penalties apply to botli shippers and carriers. Tire common carriers 
must give bills of lading for goods transported, and the carrier which 
first handles a shipment is responsible to the shipper for any loss, damage, 
or injury caused by it or any other carrier, but the first carrier has a claim 
upon a subsequent carrier if tlie fault lies witli the latter. Tlie Commis- 
sion controls security issues, consolidations, mergers, ^and acquisitions of 
control in tlie industry, and may recommend additional legislation. It is 
also autliorized to investigate and report on tlie need for regulations as 
to the size and weight of motor vehides. 

At the very outset of tlie operation of the law tliere was considerable 
confusion. Motor carriers filed tariffs and then requested immediate 
changes. In some cases they failed to collect tlie published rates and 
fares, and did not make their tariffs available for public inspection. Some- 
times the rates announced by carriers differed considerably from tiiiose 
announced by their audiorized agents, and the carriers complained griev- 
ously about one another. It is clear that there are considerable practical 
difficulties to be overcome in enforcing this law, because there are 
so many operators and because the business of many motor carriers is by 
no means so regular, well established, and easy to supervise as that of 
the railroads. 

Motor Rates and Rail Rates.— It has been common practice for motor 
carriers to disregard the traditional railroad principle of basing freight 
rates on what the traffic will bear. They have usually charged flat rates 
for transporting freight without regard to the value of the articles and 
the rate classes in which the railroads classified them, or have charged 
a flat rate at least for articles in the first three classes of the railroad freight 
classification. This practice developed from the high degree of competi- 
tion in the motor carrier industry, which led operators to emphasize the 
cosf of service rather than value of service. Its effect was the diversion 
'of a considerable amount of freight traffic in articles of high value from 
the railroads to the motor carriers. 

The railroads adopted a number of devices to meet this situation, the 
simplest of which was to lower freight rates on individual articles, re- 
classify such articles, or grant exceptions to classifications. Again, they 
developed “all-freight” or “all-commodity” rates for carrying freight, 
usually in carload lots, without regard for the classifications of individual 
articles that made up the shipments. These all-freight rates are now 
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more dian three commodities at one time, the control of common and 
contract water carriers was placed in the hands of the Interstate Com- 
merce Commission. The Commission may prescribe maximum, minimum, 
or specific rates; and has control over the entry of firms into water.car- 
rier service, consolidations of firms, security issues, accounts, and other 
matters which it controls in the case of rail and motor carriers. With the 
passage of the Transportation Act of 1940, only air carriers were left 
outside the control of tlie Commission. Tlie rapidly growing air transpor- 
tation industry may soon need to be brought under die jurisdiction of the 
Commission, but for the present the matter does not seem to be of great 
importance, since die air carriers transported no freight in 1939 and 
handled only one-fourth of one per cent of die passenger traffic of the 
country. 

The National Transportation Policy.— The Transportation Act of .1940 
was also noteworthy for its statement of a national transportation polity. 
It said: "It is hereby declared to be the national transportation policy of 
the Congress to provide for fair arid impartial regulation of all modes d? 
transportation subject to die provisions of diis Act, so administered as id 
recognize and preserve die inherent advantages of each; to promote safe, 
adequate, economical, and efficient sendee, and foster sound economic 
conffitions in transportation and among die several carriers; to encourage 
the establishment and maintenance of reasonable charges for transporta- 
tion services, without unjust discriminations, undue preferences or ad- 
vantages, or unfair or destructive competitive practices; to cooperate 
with die several States and the duly audiorized officials diercof; and to 
encourage fair wages and equitable working conditions;— all to die end 
of developing, coordinating, and preseridng a national transportation 
system by water, highway, and rail, as well as other means, adequate 
to meet the needs of die commerce of the United States, of the Postal 
Service, and of the national defense. All of the provisions of this Act shall 
be administered and enforced widi a view to carrying out die above 
declaration of policy.” 

Certainly no one can quarrel with the general objective of fair and 
impartial regulation of all modes of transportation, but there may be 
some question as to what the objective involves. To many people, it 
would mean similar if not identical regulation of carriers by rail, motor, 
and water; but there are some reasons for believing tiiat tibis approach 
is unsound. Carriers by water and motor are in general numerous and 
rather small, in comparison with the railroads. Their investments in 
plant and equipment and their fixed costs are smaller than those of the 
raihoads, and the tendency to increasing returns is less pronounced. 
Motor and water carriers are not so likely, therefore, to engage in rate- 
cutting and cut-throat competition to attract additional traffic. It is some- 
what easier for them, than for the raihoads, to ascertain die cost of carry- 
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. be effected, since die federal government can borrow on its own bonds 
at a lower rate of interest than Uiat charged tlic railroads as private corpo- 
rations. As die result of efiBcient operation and the fact that profits would 
no longer be necessary, rates could be lowered, and the centralized con- 
trol over rates would insure the disappearance of personal and local ^s- 
criminations. 

Incidentally, it is held diat die relations of the government to labor in 
the railroad industry would be more harmonious than diose which have 
prevailed in the past bet^veen railroad labor and the railroad corpora- 
tions, and that losses would no longer be sustained because of die ac- 
tivities of dissatisfied employees. Investors in railroad securities would 
also be benefited dirough the substitution of governmental obligations 
for those of the railroad corporations and the elimination of the question- 
of railroad failures and receiverships. Finally, it is pointed out diat die 
majority of the railroads in the world outside of the United States are 
owned and operated by governments, and that die trend appears to be 
in the direction of government ownership, rather dian away from it 

The Case for the Continuance of Regulation.— Despite diis imposing 
array of arguments, diere is something to be said on the odier side of die 
question. So far as the stated objective in railroad operation is concerned, 
there is, we believe, a clear case for governmental ownership and opera- 
tion; but whedier this objective would be realized in practice depends 
upon a number of other considerations, not the least of which is the ef- 
ficiency of management under governmental operation. Even if we grant 
for the moment an efiBciency of management under governmental opera- 
tion comparable to diat under private operation, is it likely that any 
great gain would be realized from die fact that the profit m'otive would 
no longer predominate? So. far as the past is concerned, it is certain diat 
the welfare of the people of this country would not have been greatly 
enhanced by the capture and devotion to public purposes of the profits 
made by the railroads since 1920. The total investment in die Class I rail- 
roads of this country amounted in 1940 to over 26 billion dollars. While 
the government would probably take over die railroads at somediing less 
than the railroads’ own valuation of their property, it is probable diat 
over 20 billion dollars’ worth of government bonds would have to be- 
issued for the purchase of the railroads. The railroads now have to pay 
fixed charges only on their bonds, since income to the stockholders is 
contingent upon net earnings, while under government ownership the 
total investment in the railroads would be’ represented by bonds upon 
which fixed charges 'would have to be met. On the other hand, the rate 
of interest would be less upon these obligations than upon those of the 
railroads. The probable result would be, then, that die fixed charges 
which the government would have to meet would be in the aggregate 
somewhat less than the total of fixed' charges and dividends which would 
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The inability of governmental railroad management to avoid recurring 
deficits is said to be a strong argument against governmental ownership 
and operation, for our private railroads -have paid as high wages and have 
given as efiBdent and comfortable service as the government-owned rail- 
roads, in spite of the excessive operjiting expenses of the latter. 

• Again, in the matter of rate discriminations, it does not seem that gov- 
ernmental ownership and bperation would help. Personal discriminations 
have already been eliminated for. the most part, and local discriminations 
might easily continue under government ownership. Who would want 
railroad rates to be adjusted between the different parts of the ’country 
by the same method as that which is used in distributing tariff favors? 
To go a step further, who would want expenditures for the maintenance 
and improvement of the railroads to be granted to the various districts of 
the country upon the same basis as that which is now used iii passing out 
appropriations for the improvement of rivers and harbors, and the con- 
struction-of post oflSces, court houses, and other public buildings? Politi- 
cal influence in railroading would endanger the efficiency of our transpor- 
tation system. • • ’ 

From our war-time .experience with governmental operation, it .seems . 
reasonable to suppose that the government might succeed in establishing’ 
more friendly relations with labor than those which exist at present 
between the railroad corporations and railroad labor; but it is to be feared 
that the new condition would be brought about through the payment 
of such high wages that railroad employees would become a ‘favored 
class, to the prejudice of other members of the community. Finally, if 
appears that the interests of the holders of, railroad securities can be as 
well protected under regulation as under government ownership. 

Such are the arguments which are commonly advanced for and 
against the governmental ownership and operation of the railroads. It is 
not our function to suggest to the reader the final conclusion to be arrived 
at out of this welter of opposing arguments, for it is the privilege and 
duty of a citizen to weigh the evidence pro and con and reach a decision 
for himself. Indeed, it is important that a decision be reached fairly 
promptly by our voters, for the matter of govermnental ownership and 
operation of railroads may easily become the question of the hour in 
the relatively near future. 


1. Why are the railroads important in our present economic system? 

2 . *What is the nature of the “railroad problem”? . . 

3. What is meant by saying that the railroad industry is one of increasing 
returns? How does the concept of increasing returns- differ from that of 
decreasing costs? 

4. Why are the railroads said to operate under conditions ‘aldn to those of 
joint costs? 
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5. Under what condition did &e railroad industry operate during the early 

, yeBTS of its life in this country? ^Vhat abuses sprang up in connection with 

- die railroads during this period? Why? 

6. In what respects was the early legislation affecting the railroad industry 
defective? Explain fully. 

7. MTiat adjustments, in railroad operation were made neoessarv by the 

Erst World War? WTiy? ‘ ^ 

8. Why does consolidation in the railroad industry appear desirable? 

9. What were the provisions of tbp Transportation Act of 1920 irith regard 
to consolidation? What progress toward consolidation has been made imder 
this law? 

10. How did this Act xmdertake to control railroad service and the issuance of 
railroad securities? 

11. What were the provisions of this law with respect to railroad rates and 
earnings? Explain. 

12. How were rr^oad earnings affected by the Act of 1920? 

13. " How did the railroads fare in the depression years of 1929 to 1933? 

14. Discuss the difBculties involved in applying the principle of a "fair rate 

of return on a fair valuation.” < - 

15. How was the “recapture clause” related to the problem of obtaining a fair 
rate of return for the railroads? Explain. 

16. What change has apparently taken place in the nature of the demand for 

. tile services of the railroadis? How has this change been related to the 

railroad problem? - 

17. "In general, the rule of rate-maldng provided by the Act of 1920 has 
proved imsatisfactpiy in practice.” Discuss. . 

18. What ivas the significance of the railroad labor situation in connection ivitli 
the railroad problem? 

19. To what extent was tiie railroad problem- due to the competition of other 
transportation agencies? Explain. 

20. Why was the competition of motor and water carriers characterized as 
unfair hy the railroads? Were the contentions of the railroads ivitb regard 
to this competition soimd? Explain. 

21. Discuss the activities and accomplishments of the Federal Railroad Co- 
ordinator. What was the attitude of the railroads toward his work, and 
why? 

22. Why do some people now urge compulsory coordination or consolidation 
of the railroads? 

23. What happened to tiie rule of rate-maldng and tiie recapture dause in 
recent legislation? 

24. “The ramoads ^vill probably make greater net earnings from passenger 
traffic wth low fares than with high fares.” Discuss. 

25. '\^^lat improvements have recently been made in the equipment and opera- 

- tiofa of the railroad industry?' 

26. Discuss the present railroad labor situation. 

27. Summarize the main provisions of the Motor Carrier Act of 1935. 

28. How have motor and railroad freight rates been changing in recent yeaK? 

29. How were the regulatory powers of the Interstate Commerce Commission 
extended by the Transportation Act of 1940? 

30. ‘Tf carriers by raff, motor, and -svater are to be treated fairly and im- 
partially, they shotdd all be regulated in the same way and to the same 
extent.” Discuss. 
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31. Why do some people contend that die only real solution of the railroad 
problem is to be found in governmental ownership and operation? Explain. 

32. v^y are- others quite as firmly convinced that* governmental ownership 
and operation of me railroads should be avoided? Explain. 
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the total revenues e^and considerably. Consequently a public utility 
company undertakes tp get as much biisiness -as possible and, -when two 
utilities offer the same service to the same customers, their Telations often 
degenerate into cut-throat and destructive competition. Such a condition, 
marked by violent rate-cutting, is likely to last until one company is 
ruined or absorbed by the other, or until the competitors see the light 
and agree to combine. Even if competition were as economical as monop- 
oly in difese businesses, it .might still be desirable to have some of them 
operated as monopolies. In telephone service, for example, it is iihportant, 
in the interests of convenience, for all telephone users to be subscribers 
in a single company, rather than to have them distributed among several 
companies. As a result of these and other considerations, governmental 
units have come to recognize the need- for monopoly in .such businesses, 
and have permitted and even encouraged monopoly operation. 

Essential Products.— A second characteristic of public utilities is that 
their products, whether services or commodities, are generally regarded 
as vitally necessary to the public. In bur large cities, thousands or hun- 
dreds of thousands of people look to 'surface, subway, and elevated rail- 
way lines for transportation, and their dependence upon other ptiblic 
utilities, such as electric companies, is so great that a stoppage of service, 
even for an hour or two, may lead to considerable inconvenience or even 
to genuine suffering. In the field of communication many individuals and 
bv^inesses depend largely upon the telephone or telegraph service. In 
general, the demand for public utility services is inelastic. To be sure, the' 
demand for (say) gas, on the part of some users at least, may be elastic 
because of the existence of satisfactory substitutes, but the demand for' 
heat, light, or power in some form or other is relatively inelastic. 

Franchises.— A third characteristic of public Utilities is. that many of 
them are dependent, for the right or power to operate, upon privileges 
or favors granted them by the public tlirough various governmental units. 
Street railways, and water, gas, and electric companies, must use public 
streets or highways,- or the areas abbve or below such streets and high- 
ways, in the conduct of their business,. and are given grants, or “fran- 
chises,” by state and local governments -for this purpose. Moreover, gov- 
ernments sometimes grant public utilities the .right to condemn private 
property for necessary purposes or to use public water power in their 
business. 

Differential Rates.— A fourth characteristic of public utilities is- that a 
company, such as one supplying electric current, is usually permitted to 
sell its service to several classes of consmnsi^s for different purposes at 
different prices. It is quite impossible to determine the exact cost of 
supplying the service to any particular class of consumers' and, as a re- 
sult, the rates charged are likely to be arbitrary and to be based upon* 
"what the traffic wffl bear.” 
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The Reguiation of Public Utiltiies 

With pubhc utility businesses operating as monopolies in their par- 
ticular areas, producing essential economic goods for which the demand 
is relatively inelastic,' and depending in many instances upon special 
privileges or favors granted by the state, it is clear that the unregulated 
operation of these busini^sles by private enterprisers might result in great 
evils, including extortionate rates for inferior service and unfair dis- 
erimination between different consumers or classes of consumers. The 
possibihty of operation of an anti-social nature led to early regulation of 
public utilities— so early, indeed, that the problems connected with 
public utilities were almost completely local in character, and their regu- 
lation could s.carcely have been assumed to fall witliin the constitutional 
powers of the federal government. As a result, the regulation of public 
utilities has beeij conducted largely by the states. 

Public Utilities Commissions.— This regulation has not ordinarily been 
rmdertaken directly by state governments. Rather, the regulatory powers 
have been delegated to -commissions. Some of the better-equipped public 
utility commissions have powers similar to those exercised by the Inter- 
state Comm'erce Conunission in regulating the railroads. They often con- 
trol rates and fares, extensions and abandonments of service, the issuance 
of securities, the prevention of imdue discrimination between different 
customers and classes of customers, the quality of the service, the valua- 
tion of utility properties, and accounting methods. Of all these many 
items, the most difficult and important is, of course, the regulation of 
rates. 

The Regulation of Rates.— The states, and their public utilities com- 
missions, were at first left quite free to regulate the rates charged by 
public utilities. The courts, including the United States Supreme Court, 
refused to interfere "with what .was so obviously an exercise of powers 
granted to state governments by the Constitution and would neither; set 
aside prescribed rates nor themselves set up rates for the utilities. Even- 
tually, however, the court attitude changed and the Supreme Court de- 
cided that if rates set by state governments or their commissions were 
so unreasonable as practically to destroy the value of the properties of 
public utilities, they could be set aside as violating the “due process” 
clause of the federal Constitution. Thereafter, the conunissions, while 
trying to protect the interests of consumers, have been kept from setting 
public utility rates at so low a figure that they would be confiscatory with 
respect to the properties of public utilities; and' the general idea has de- 
veloped that rates should be regulated in such a way as to enable the 
utilities to e^ a “fair rate of return on a fair valuation of their prop- 
erties.” . • * . . 

Tire Problem of Valuation.— It is all very well to say that the utilities ' 
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should be allowed to earn a fair rate of return on a fair valuation of 
their properties, but quite anotlier matter to apply the principle to spe- 
cific cases. The first difiiculty is to establish a fair valuation. The prop- 
erty of a public utility scarcely has a value, in the usual economic sense 
of exchange value, since it is seldom bought and sold and is hedged about 
witlr restrictions and regulations which do not affect ordinary property. 
The value of a piece of industrial property .is’Vsually determined by the 
income it is capable of earning. But in the case of public utilities, earn- 
ings depend upon rates and these rates (if tliey are- to represent a “fair 
return”) cannot be set until after the “fair valuation” has been de- 
termined. Therefore, the commissions fiave had to turn to other methods 
of evaluating tlie properties of public utilities. The problem of valuation 
has usually been approached by way of “prudent investment cost” and 
“reproduction cost.” 

Prudent Investment Cost— Prudent investment cost is ordinarily taken 
to mean tlie amount of capital actually- invested in a public utility 
enterprise, corrected for capital expenditures dishonestly made or made 
in a clearly wasteful or extravagant manner. Tliere are several possible 
ways of arriving at prudent investment cost. It is sometimes said that 
the par value of the stock of a public utility represents satisfactorily 
the amount of the actual investment in the business. This criterion, how- 
ever, could not be applied to all public utilities, since some have issued 
stock with no par value. Moreover, tliere may be only a vague relation- 
ship between the par value of a utility’s stock and the actual, value of 
its property. Some public utilities are overcapitalized, and have outstand- 
ing an amount of stock well in excess of die value of their properties. For 
example, a public utility company, just starting in business and short of 
cash, may wish to acquire a piece of property without paying cash for 
it. To induce tlie owner to accept stock in lieu of cash, the company may 
have given him stock which has a par value well above the cash value 
of die property that is being acquired. Of course, to allow public utilities 
which are overcapitalized to earn a fair return on dieir capitalization, 
would be to grant them an excessive return on the actual value of their 
property. 

Again, the par value of a company’s stock may at one time have rep- 
resented accurately the value of its property, but no longer do so because 
through poor management the utility has, lost some of its original assets 
or had them depreciate in value. Or the property of a company may in- 
crease, in value without the increase being reflected in die amount of 
capital stock outstanding. In either case, a fair rate of return on die basis 
of capitalization would give a return on the actual value of the property 
which was either larger or smaller than it should be. Consequently, cap- 
italization has little to recommend it as a basis for valuation. 

Another proposal is to assume that the market value of a public utility’s 
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ance? How can we prevent companies from padding their costs, if original 
costs are used as tlie basis for valuation? Tlicso and other questions sug- 
gest that tlicre is considerable room for error in estimating original cost. 

Even if it should be possible to ascertain original cost accurately, tlicrc 
is no assurance that this mctliod of valuation would be fair to public 
utilit)' companies and investors at all times, since it docs not take into ‘ 
account changes in the general pric<i level, Tl\c original cost mctliod 
gives a fixed valuation to a public utility company’s property, and a fair 
rate of return on this valuation means a relatively fixed money income. In 
a period of falling general prices, this stable money income would give in- 
creased purchasing power to the company and its stockholders, and im- 
pose a correspondingly heaiy burden on the consumers, while in periods 
of rising prices it would bring decreased purchasing power for company 
and stocldioldcrs, and the consumers would be obtaining public utility 
ser\'iccs at bargain prices. Tliis objection is not so serious as it sounds, 
however, for public utility commissions do not guarantee the utilities a 
stable money income. Tlicy merely try to regulate rates so that utilities 
will nomally make a fair rate of return -on the value of their property. 
Even if the rates are not reduced in a period of falling prices, the volume 
of business done at tliesc rates will likely dceline to such an extent, that 
a utility’s real income will not be enhanced unduly; and if rates arc not 
raised in a period of rising prices, the increased volume of business at 
tliese rates may scr\'<J’ to keep the utility’s real income from declining 
severely. However, the long-time upward or downward trends in general 
prices may serve to affect, cither favorably or unfavorably, tlic purchasing 
power of the income received by public utility companies. 

It is also said tliat the original cost method of valuation tends to dis- 
criminate between the consumers of the sciv'ices of different utility com- 
panies. If one company’s plant was constructed and its property acquired 
at a time when prices and costs were high, its consumers would have to 
pay rates sufficiently high to give Uie company a fair return on its high 
original cost. At tlie same time, the customers of another utility may be 
charged much lower rates because tljis company’s plant was constructed 
and its property acquired at a time when prices and costs were low. 
Finally, the original cost method, when first introduced, may work a 
hardship upon persons who have bought the stock of public utility com: 
panics because of the high actual earnings of the companies and high re- 
turns paid on the stock. When the companies are subsequently limited 
to earning a fair return on the original cost of tlicir properties, the divi- 
dends may be sharply reduced so that the stock will decline in value and 
deprive the owner of a part of his investment. • • 

Reproduction Cost.— Xhe principal alternative to tlie use of prudent in- 
. vestment cost for valuation purposes is valuation on the basis of the re- 
production cost of public utility properties. In applying this method, the 



PUBLIC UTILITIES 375 

cost of reproducing or replacing a company’s properties is estunated and 
this figure is adjusted for depreciation, or the opposed difference in value 
between £he actual properties and similar new properties. Of comrse, il 
the properties are not afiowed to depreciate, an adjustment is not neces- 
sary. Valuation on the basis of reproduction cost is a more recent develop- 
ment than valuation on the basis of original cost, and is more flexible and 
therefore more readily adjustable to changing business conditions. More- 
over, it is said to be in stricter conformity with the dictates t»f economic 
'theory. Since business enterprisers ordinarily. plan future production on 
the basis of prospective prices and prospective costs, rather than upon 
the basis of costs incurred in past production, it is held to be more 
logical to evaluate public utility properties for rate-making proposes on 
the basis of reproduction cost, radier than original cost 

However, it is difficult to get a definite valuation by the method of 
reproduction cost, for several obstacles stand in the way. Should repro- 
duction cost be taken to mean the cost of constructing' identical produc- 
tive facilities or substitute facilities which would have the same total 
productivity? Should it be estimated as under present conditions and 
methods of construction or under mediods and conditions which existed 
when the company’s productive facilities were constructed? What would 
it now cost to acquire the company’s frandbdse or build up the good \vill 
which it developed in the past? These questions are more reSdfly asked 
than ansrvered, and in the absence of satisfactory answers the proper 
valuation of a company’s properties on the basis of reproduction cost is 
a debatable matter. 

The flexibility of valuation on the basis of original cost may be an 
advantage or a disadvantage. V^en the general price level falls, the 
cost of reproduction falls also, so that a lower valuation for a property 
is appropriate, while the reverse is true in a period of rising prices.. As- 
siuning that the rate of return remains, unchanged, the money income of 
the company ^vill decline as the purchasing pow’er of money increases 
and increase as the purchasing power of money declines, so that the real 
income of the company and its stockholders should remain fairly con- 
stant. In general, a fluctuating money income and stable real income 
would be preferable to a stable money income and fluctuating real in- 
come. However, this adjustability means that the valuation of a company 
would never remain stable for any great length of time, since it would 
change wth changes in the general price level. As a result, a company’s 
valuation would be constantly in a state of flux and neither the company 
nor the regulating commission would have anything definite to go on. 
The cost of reproduction method is advantageous in that it does not 
discriminate between the consumers of different utility companies, as 
-does the original cost method; for two substantially similar plants would 
probably be given approximately the same valuations on the basis of re- 
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production cost, however different dieir original cost may have been 
because they were constructed at different times and under different 
cost conditions. Furthermore, tlie use of reproduction cost is likely .to 
cause plants to be built eflSciently and at low cost, since original cost 
will riot affect valuation or earnings, \yhile under the original cost method 
tliere is an incentive to make the original cost high for valuation pur- 
poses. However,- on die whole, tlie weight of opinion favors the original 
cost interpretation of prudent investment cost as the basis for public 
utility valuation.- 

The Fair Rate of Return.— In addition to deciding, upon some basis or 
other, the valuations to be placed upon tlie properties of public utility 
Companies, public utility commissions have to decide upon a fair rate of 
return on these valuations. This, also, is a difficult matter. The commis- 
sions iriust protect the public against the monopoly powers of public utili- 
ties, but at the same time the companies must earn enough to cover costs 
of production, so that tliey may render efficient service, maintain their pro- 
ductive facilities, and attract new capital for purposes of expansions and 
improvements* Moreover, in addition to deciding tlie rate of return they 
would like the utilities to earn on the basis of their valuations, die com- 
missions must determine die prices for services which are most likely to 
produce the desired rate of return for the utilities, keeping in mind die 
uncertainty of business conditions and possible variations in die cost of 
producing the services. A given set of prices will produce different rates 
of return for different companies witii identical valuation if the manage- 
ments of the companies difiFer in efficiency. Wliile problems of valuation 
and fair rate of return have attracted more attention than die problem of 
arriving at prices which will bring in the fair rate of return on die fair 
valuation, this latter problem is a very trying one. 

Public utility valuation and rate regulation are so complicated that 
they are often dealt with in complete volumes, but enough has been said 
in the present chapter to enable the reader to appreciate their difficulty. 
Under the circumstances, it is not surprising that attempts by several 
agencies to detennine the fair valuation and fair return for a public 
utility company have resulted in valuations which varied by hundreds of 
millions of dollars, and in proposed earnings in which die largest ex- 
ceeded .the smallest by 100 per cent. ' 

Another Method of Rate Regulation.— Tlie difficulties of the fair-retu'rn- 
on-the-fair-valuation approach are so great that in some cases commis- 
sions have abandoned this method of regulating rates and adopted what 
might almost be called a rule-of-thumb method. In Massachusetts, for 
example, the commission is said to take into consideration principally the ’ 
economic situation of the company. It considers whether the company 
is paying dividends on its stock, whether the stock is selling at or above 
par on the market, whether the company is providing adequate deprecia- 
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power fo other utility companies at less than cost, and to industrial users 
at but litfle above cost, wMe charging dpmestic or’ residential consumers 
• from fifteen to twenty times the average cost of generating and trans- 
mitting the current.^ 

Weaknesses of the Commissions.— While the regulatory .problems faced 
by the commissions are very complicated, it is probable that much of the 
ineffectiveness of regulation has resulted from the inadequacy of the 
powers granted to some commissions and to defects in their personnel. 
The commissions control only electric light and power companies in two 
of the states. Gas companies are controlled by commissions in 40 states, 
water companies in 89 states, street railways in 40 states, and telephone 
and telegraph companies in 44 states. Only about two-thirds of Ae states 
have granted their commissions the aulhority to prescribe a uniform 
system of accounting for public utilities, and yet, without sometlung 
of this sort, it is almost impossible to determine the facts needed for 
valuation and rate-making purposes. In only one-half of the states do the 
commissions supervise the issuance of securities by utilities, and in fewer 
still do they exercise’ any real control over the uses made of the funds . 
derived from the sale of securities. 

Members of the commissions are elected by popular vote in 16 ^tes, 
although it would seem that positions requiring so high a degree of 
techni^ knowledge might better be filled by appointment. The com- 
missions diemselves are made up of three members each in 86 states, 
and consequently are often too small for effective work. In a few cases 
the functions of commissions’ are not clearly defined in the state laws, 
and many commissions are handicapped by reason of insuflBdent funds. 
In 1929, for example, total state expenditures for the regulation of both 
public utilities and railroads amounted to only $7,200,000.“ Despite these 
weaknesses, the commissions have done much by way of setting up stand- 
ards of service and safety for the utilities, although, as was previously 
stated, they have not been especially 'successful with respect to valuation ' 
and rate-making. 

Interstate Public Utility Activity,— Two recent developments in the 
public utility field have conspired to make state regulation of the in- 
dustry less effective than formerly. Many years ago’, the business of the 
public utility was almost entirely local in character,- But at present the 
services of a utility are often sold, at least in.p^, in other states than 
the one in which the company is located. Electric power is: the public 

^ C. D. Thompson, Confessions of the Tower Trust, New York, E. P. Dutton & 
Co., Inc., 1932, ’pp. 216-227. 

® The statistics on public utility commissions are from C. M. Clay, The Hegulation 
of Public Utilities, New York, Henry Holt & Company, Inc., 1932, pp. 144-149; .and 
C. W. Thompson and W. R. Smith, Public Utility Economics, New York, McGraw- • 
Hill Book Company, Inc., 1941, pp. 197-208. 
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utiKty product which enters most largely into interstate commerce. This 
interstate business has" created a curious “no ntan’s land” of regulation. 
The Supreme Coiui; has held that state commissions have no power to 
regulate rates or other matters in the case of electric power sold at whole- 
sale by a company in one state to a company in another state for distribu- 
tion in the latter. However, when a company in one state sells a public 
utility service directly to consumers in other states, the Court has ruled 
that such business may be regulated by the states unless and until the 
federal government itself attempts regidation. These interstate activities 
of public utility companies are pretty clearly a part of interstate com- 
merce and subject to federal control, but they are a complicating factor 
in state regulation. 

The Development of Holding Companies.— Another factor which has 
arisen to hamper state regulation of public utilities is the development 
of holding companies. Holding companies, as we shall see, may e.\ert a 
tremendous influence for good or evil in die public utility field, but they 
are scarcely amenable to state control. They are connected wth the 
public utility industry only through owning, directly or indirectly, a 
controlling interest in the stocks of actual public utility operating com- 
panies. Since they produce no utility services themselves, diey do not 
come under the jurisdiction of public utility commissions; and, since 
many of them operate in two or mbre states, they have not been readily 
•controlled by the individual states. The problem of the holding com- 
panies has become so important that in 1935 the federal government 
made an attempt to control them and their activities. Before considering 
this attempt at federal control, we must look into the organization and 
practices of these companies. 

Holding Companies 

The Nature of Public Utility Holding Companies.— Any company which 
holds the stock of other concerns may be called a holding company, but 
the term is usually reserved for companies diat own a controlling interest 
in the stock of other companies and actively direct the afiairs of these 
corporations. In the public utility field, a “first-degree” holding company 
is a corporation that owns a controlling interest- in the stock of one or 
more operating utilities (those which really produce and sell electricity 
or some other service to tte public) and that directs the business activities 
of the operating company or companies. A “second-degree” holding com- 
jpany will o^vn a conriolling interest in the stock of one or more “first-de- 
gree” holding companies, each wth a group of operating companies un- 
der its control. Similarly, there may be holding companies of. “third de- 
gree,” “fourth degree,” and so on. Holding companies, of course, are not' 
limited to the public utility field. .They "exist in many of our major in- 
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dustries, blit tbe problems which they present are probably of greatest 
significance in the field of public utilities,- and it is primarily in this field 
fhat holding companies above the first degree are found. 

The Financial Functions of Holding Companies.— The champions of 
holding companies in the public utility field claim that many advantages 
result from the operation of these corporations. A principal function of 
holding companies is to furnish capital to .operating companies. Public 
utilities require a heavy investment in fixed capital, and much new cap- . 
ital is needed from time to time for extensions and improvements. Public 
utilities in towns and small cities have often secured from local sources 
the funds with which to start in business, but they have often found it 
difficult to raise funds for extensions and improvements. They have been 
in a poor position to appeal to investment bankers for funds to be ob- 
tained through the issuance of securities, because they were small and 
unkno-wn and lacked diversity of resources. In this connection, holding 
companies have been of assistance. Tliey have accepted the securities 
of the small operating companies in exchange for needed funds, later re- 
covering their outlay by marketing Rieir own security issues, which were 
readily salable because the holding companies were comparatively large 
and well known and possessed resources (through the operating com- 
panies) which were well diversified in both character and location. Even 
when the security market has not seemed to be in condition to absorb new 
securities, the operatiUg companies have often obtained funds from ^eir 
holding companies by direct loans. Through the operation of holding 
companies, the individual operating companies are able to secure capital 
on better terms than those on which they could secure it for themselves. 
It is claimed that such financial support has helped to improve the quality, 
and reliability of service in small communities, and to replace small, in- 
efficient plants with large, ipodem generating stations. 

Other Holding Company Functions.— Another benefit credited to the 
holding company is its ability to save money for its operating companies 
by acting as their purchasing agent. ^ purchasing at one time machinery, 
equipment, materials, and supplies for a number of operating companies, 
the holding company can buy in very large lots and obtain^ in addition to 
lower prices, such advantages as better service, quicker delivery, and a 
prompter and more satisfactory adjustment of claims than the individual 
operating companies. Again, the holding company, with a number of op- 
erating companies under its wing, can aflEord to have a department or a 
subsidiary company to provide the Operating companies with expert con- 
struction and engineering service- at a price lower than the' operating com- 
panies would have to pay. outside concerns. The holding -company can 
also give its small operating companies the benefit of high-class, mana- 
gerial ability and the experience which would otherwise be ayailable only 
to the largest companies. Finally, it is often possible for holding company 
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graphical distribution, it is well'known that the Electric Bond and Share 
Company had operating companies in 36, states, and that each of eight • 
other utility systems had operating units in from 11 to 29 states. While < 
such complicated and widespread systems may not be justified from the 
point of view of the operating companies or the public, it is clear why 
the holding companies themselves desire to build up these complicated ■ 


systems. 

Power and Profits.-The reason is this: As bolding company is piled 
upon holding company, power and profits become increasingly concen- 
trated in the hands of the few men who control the topmost holding com- 
pany. The point may be illustrated by tiie following hypothetical -ex- 
ample given by the Federal Trade Commission: 

Suppose there are 100 local power companies, the aggregate total invest- 
ment in which is $1,000,000,000, each owned and operated by a separate 
corporation. The total investment might have been raised by the sale in the 

S ate of $200,000,000 of common stodc, $200,000,000 of 7 per cent 
itive preferred stock, and $600,000,000 of 6 per cent bonds. If these 
pompanies are permitted by public authorities to earn 8 per cent on the total 
investment, or $80,000,000 annually, of this, $36,000,000 would be required 
to pay the bond interest and $14,000,000 as dividends on the preferred stock. 
This leaves $30,000,000 for the common stockholders, either to draw as divi- 
dends or to use in further expansion of the business. This amounts to 15 per 
cent on the common stock investment and has been made possible out of the 
8 per cent earned on the total investment only because the major portion of 
the total invested fimds was fmnished by two classes of investors whose per 
cent of return is limited. ' , • ' 

Suppose, however, a particular group of promotors would like to make 
more than 15 per cent from these power company investments, and for this 
purpose forms a holding company with a total capital of $200,000,000 (the 
amount of the common voting stock of the operating companies), consisting 
of $100,000,000 of 6 per cent collateral trust bonds or 6 per cent debentures, , 
$50,000,000 of 7 per cent cumulative preferred stock, and $50,000,000 of 
common stock. This group may be able to furnish the common stock money and 
persuade others to fmnish the bond and preferred stock money, or, fumishmg 
the common stock money, they may persuade the holders of the common 
stock of the local operating companies to exchange those stocks for' this cash, 
together with the collateral trust bonds and preferred stocks. Now the 
$30,000,000 earned by the local operating companies on their common stock 
equities would accrue to the holdii^ company. Out of ‘it $6,000,000 would 
go as interest on the bonds and $3,M0,000 would go as preferred dividends. 
This would leave $20,500,000 for the group of promoters who hold the 
common stock of the holding company, which amounts to 41 per cent on their 
investment of $50,000,000. 

This group, however, might not be satisfied with this arrangement, or it 
might not have as mu(^ as $50,000,000 to invest. Suppose, therefore, that, 
instead of prowding -one holding company,- it provides ten, ^viding the local 
operating companies among them, ube aggregate capital of the ten com- 
panies bemg the same as in the preceding case and of the same proportional 
structure in common stocks, preferred stocks, and bonds. .Now suppose that 
the promoters organize a superholding company with a total capital of 



PUBLIC UTILITIES 383 

$50,000,000 (the amount of the common stock of the ten subsidiary holding 
■ companies) consisting of $25,000,000 of 6 per cent bonds, $12,500,000 of 7 
per cent cumulative preferred stock, and $12,500,000 of common stock. The 
promoters furnish the conunon stock money, thereby retaining for them- 
selves the entire voting power in the whole pyramid of companies and con- 
stituting themselves tlie utimate beneficiaries of the group’s earning power, 
and seu the other securities to the investing public. The $20,500,000 of in- 
come left after paying interest and dividends on the bonds and preferred 
stocks of the operating companies and of the. subsidiary holding companies 
accrues to this super-holding company. Out of it, $1,500,000 is required for 
interest on the super-holding company’s bonds and $875,000 for dividends 
on its preferred stock. This leaves $18,125,000 for the common stockholders, 
or 145 per cent per year on the investment of $12,500,000 made by these 
promoters.* 

This illustration shows that a small group of promoters, by investing 
$12,500,000, could gain control of $1,000,000,000 worth of operating com- 
panieS^ and receive their money hack U* times each year— and the top- 
ihost holding, company in this example is only of the second degreel By 
controlling more operating companies and carrying the holding com- 
pany structure to greater heights, -even better results could be obtained. 
Moreover, this illustration assumes that each successive holding company 
has acquired all the common stocks of lower companies, which would not 
be necessary for purposes of control. It also counts as profits of the top- 
most compariy only -the income received indirectly from the operating 
companies’ earnings. But holding companies also make profits from fees 
charged for various kinds of services performed for the operating com- 
panies' All in all, it is evident that the operations of holding companies 
may be very, profitable to the “insiders.” 

The Duping of Investors.— The above description suggests that, when 
the business is profitable, the small group of common stockholders of the 
topmost holding company is in a position to get most of the cream. And, 
when the business is unprofitable, most of the loss is borne by the hold- 
ers of the other securities, since they, have furnished most of the invested 
funds. In tKs connection, it should be noted that holding companies have 
sometimes been guilty of unloading very poor securities on investors. 
A first-degree holding company holds as its principal assets the, common 
stock of the operating companies which it controls. It has, tiien, a claim, 
partial or complete, on the residual earnings of these companies. On the 
basis, of this stock, however, the holding company often sells one or more 
issues of bonds and possibly three or four issues of preferred stock, while 
retaining control in &e hands of a small number of persons through own- 
ership of the common stock, or such part of it as has voting power,- The 
holding company may pay exorbitant prices for Ae stock of operating 

* Senate Document Number 213, 68 Ul Congress, 2nd Session, pp. 173, 174, cited 
in C. D.' Thompson, Confessions of the Potoer Trust,' ■pp. 181-183. 
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companies aild then proceed to sell an amount of its own securities which 
is far in excess of the real value of the securities which it owns. 

While there may be justification for the issuance of bohds by a first- 
degree holding company, the fact remains that, as bonds are issued by 
holding companies further and further removed from- the operating com- 
panies, these “bonds” become distinctly less secure than the common 
stock of many industries. The same is true, and to an even greater extent, 
of the preferred stock of high-degree holding companies. Take, for ex- 
.ample, the case- of a holding company of the fifth degree. Its assets con- 
sist largely of the stock of other holding companies. :This stock represents 
a partial, residual claim, four times removed, on the residual earnings of 
the operating companies in the system. However attenuated this claim 
might seem to us to be, the fifth-degree holding company would often, 
upon the strength of this claim, issue securities which they called bonds, 
but which lacked almost wholly the certainty as to principal and interest 
which used to attach to securities bearing this name. 

We see, then, that holding companies have sometimes issued securities, 
on the basis of fictitious asset values and paper profits resulting from 
stock dividends and other intercompany transactions, which did not truly 
represent the sums invested in underlying utility properties. These securi 
ties, issued merely on the hope of excessive income from subsidiaries, - 
were likely to bring losses to investors. As one public utility company 
executive put it, ‘T know of no more reprehensible abuse than for- specu- 
lators to buy up companies for high prices, put them into a holding com- 
pany, and then, by trading on the credulity of the investing public rela- 
.tive to claimed increases in economy, to unload the holding company’s 
securities at advanced prices and thus get completely out from under 
before the bubble is punctured, leaving the unfortunate final investor to 
face an angry consumer.” ® 

. Evils of Intercompany Relationships.— Sometimes a holding company 
system has been so large thsit the top holding company, in addition to 
selling bonds and preferred stock, has had to sell part of its cojnihon stock 
to the public, leaving only enough in the hands of the insiders to enable 
them to control the system. In instances of this kind, the large profits left 
after paying bondholders and preferred stockholders, when business was . 
good, had to be shared with these outside common stockholders. In such 
cases, but more particularly when the income arising from the subsidiary 
companies, though sufficient to pay bondholders and preferred stock- 
holders, was not sufficient to pay large returns on common stock, those 
in control'of the topmost company haVe sometimes found it desirable to 
tap the income of subsidiary companies at its source. This might be done 
in any of a munber of ways. 

® Samuel Ferguson, President of the Hartford Electric Company, in The Electrical 
World, March 20, 1926. * . . 
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tions have attempted to influence legislation in which they were inter- 
ested. It was perhaps but natural that holding companies, in' a country in 
which other large concerns or industries indulge in such practices,^ would 
try to influence legislation through lobbying, bribery, and other methods. 
These methods, however, were quite as hkely to be used against legisla- 
tion designed to correct evils of the holding company as in favor of that 
proposed for the benefit of holding companies and operating companies 
alike. When the Holding Company Bill was before Congress in 1935, many 
holding companies spent large sums of money to defeat this measure. 
The funds were sometimes obtained through “contributions” made by the 
operating companies, or, again, came out of income received from op- 
erating companies in the regular course of business. In effect, then, the 
purchasers of utility services were paying to defeat a law intended, in 
part at least, to protect their interests as consumers. In addition to direct 
lobbying, the holding companies sought to induce security holders to 
write or telegraph their Senators and Congressmen urpng the defeat' of 
the bill. It was testified at a public hearing that public utility oflScials sent 
many identical telegrams denouncing this biU, signing them with names 
taken at random from telephone directories, and without the authoriza- 
tion of those whose names were used. 

It has also been charged, and at least- partly proved, that holding com- 
panies have conducted long and expensive campaigns of propaganda to 
influence public opinion in their favor. At times newspapers have been 
bought outright to insure favorable publicity for the industry. More often 
such publicity has been obtained through cordial relations established by 
heavy advertising in these newspapers. There is some evidence that col- 
lege professors have been kept on. public utility payrolls so that they 
might preach the gospel of the utilities; and the industry has also, been 
successful in changing the conteiit of some textbooks and inducing school 
authorities not to use others which contained unfavorable references to 
the industry. Utility companies have also been most generous in provid- 
ing favorable materials about the industry for use in the schools. 

The Question of Rates.— Prominent utility ofBcials have.often contended 
■ that, whatever might be the evils of holding companies, the rates charged 
by operating companies to the consumers have not been adversely affected 
by holding company ‘control. Since the operating companies are only -al- 
lowed to charge rates which will produce a fair return upon a fair valua- 
tion of their properties, it is said to. matter little to the consumers how 
thoroughly watered the securities of holding companies may be, or what 
happens to the income of operating companies once it is received. Indeed, 
these 'officials have contended that the progressive reductions which have 
taken place in public utility rates indicate the benefits to consumers of 
utihty operation under the holding company system. There may be ques- 
tion as to how general these reductions have been, but there is no doubt 



PUBUC UTILITIES 

that they have occuixed in some cases. However, those which have oc- 
curred in the past fe^^ years must be discounted to a considerable extent 
as having ppssibly been produced by the threat of regulation, rather than 
by lowered costs. 

In any case, the lowering of absolute rates means comparatively little. 
That is, the low rates charged today may be further above the cost of pro- 
duction than were the higher rates charged in previous periods. The deal- 
ings of holdmg companies with their operating companies have been se- 
cret, and' we have had lio way of knowing whether the price paid for- 
(say) electricity in S given community was, on -the basis of costs or by 
compmson with the rates charged elsewhere by other operating com- 
panies under the same holding company control, a fair price. 

"We have now reviewed briefly the principal merits attributed to public 
utility holding companies, as well as the principal evils with which they 
are charged, and are in a position to examine and appraise the public 
•utility legislation of 1935. At this point it is only fair to say that the evils 
pointed out have by no means been characteristic of all public utility 
holding companies. Some, indeed, have enviable records for fair dealing 
with both their subsidiaries and the public, but others have been guilty 
of most, if not all, of the malodorous practices that we have described. 

» 

The Wheei£h-IIaybubn Public UmiiiES Act 

The holding company situation in the public utility field was so serious, 
and- the powers of the state governments to control these companies were 
so feeble, that in 1935 the federal government undertook to provide regu- 
lation through the-lPheeler-Kaybum Fublic Uti'h’ties Act. This Act was in 
two partsi Title One or the Public Utility Holding Company Act, and 
Title Two or the Federal Power Act. In Title One, a holding -company 
was defined as any company wliich has, directly or indirectly, 10 per cent 
or more of the voting control of a public utility company or’ another hold- 
ing company. Holding companies were brought under the jurisdiction of 
the Securities and Exchange Commission, die provision being that every 
.holding' company which, on October 1, 1935, had outstanding securities 
offered since 19^ and owned to some extent in other states, must-register 
with the Commission in order to remain in business. The Commission was 
empowered to exempt certain companies from registration under con- 
ditions too det^ed to be desraibed here. To secure registration, holding 
companies must produce full and complete information about their capi- 
tal, resources, oflBcers, and business. Periodic and special reports must be 
filed ivith the Commission. . 

Financial Matters.— Several provisions of die Act are designed to cor- 
rect specific evils that have marked the development and operation of 
holding companies. A uniform accounting tystem is prescribed for regis- 
tered holding companies, and It is unlawful for any registered holding 
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company or subsidiary company to acquire seci*^ili6s or capital assets of 
other companies without the approval of &e S.I^*G*,’I^® issuance of new 
securities by holding companies also comes unds^^ die jurisdibtion of the 
Commission. Security issues must be’well adtipt®d to the financial struc- 
ture of the issuing company and to its earning power; the fiiiancing must 
be necessary, and appropriate to the economical ®od efficient operation of 
the business; fees and commissions in connectioA 'with the security’ issues 
must be reasonable; in cases of guaranty or assufl^'ptlon, the risk must not 
be improper; and the terms of sale" must not be d^bio^sotal to the interests 
of the public, investors, or consumers. The pu?T?°®®® security- issues 
must be approved by the S.E.C. No-par stock* preference stocks, and 
debentures may no longer be issued. 

Holding companies and subsidiaries may not declare or pay dividend? 
in violation of such rules as the S.E.C. may presc'rit)e to protect the finan- 
cial integrity of the system, -safeguard working capital,- or prevent pay- 
■men\s. ooft c& capVcsJi nt 'ttneamni ■sur^sns. ^ssqtiEst-iurtx -in 'reJflHiqtainj, 
by a holding company, of its own securities, the sale of its own securities 
or other utility assets, and the solicitation of prcJ^ies, powers of attorney, 
and the like, are prohibited except under rules s^t up by the S.E.C. Hold- 
ing companies are forbidden to sell securities from door to door, and to 
require subsidiaries to sell holding company sectirib'es. “Upstream loans,” 
from operating Companies to holding companies, prohibited and other 
loans are regulated. 

Contributions of holding companies or sub^iffiari®s to any political 
party or candidate are strictly prohibited. Utility lobbyists must register 
with the S.E.C., and disclose the subject matter which they work, the 
fees they receive, and other specified informatit?*^- Officers and directors 
of holding companies must ffie statements listing the securities of the 
holding companies and subsidiaries owned by them, and must make 
monthly reports of any changes in ownership, ’fo prevent the misuse of 
inside information, profits realized by officers aU^ directors from buying 
and selling such securities within any six-month period shall inure to^ and 
be recoverable by, the companies, regardless of the intent of the officers 
and directors. 

Other Intercompany Relations.— Holding compares are no longer per- 
mitted to sell to operating companies directly, or through a subsidiary 
company, the various types of commodities and -services which we have 
mentioned, at whatever prices they choose to set* On April 1, 1936, it be- 
came illegal for a registered holding company to enter into or perform 
■any service, sales, or construction contract for an associated public. util- 
ity company or mutual service company. A subsidiary of a registered hold- 
ing company or a. mutual service company may do these things only in 
accordance with the rules, regulations, and orders of the S.E.C., to insure 
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that the contracts are performed at cost and diat the burden of cost is ■ 
fairly divided among the associated companies. Again, on August 26, 1936, 
it became illegal for a registered holding company or subsiiar)' to have, 
as an oflScer or director, any oflBcer, partner, or representative of a bank, 
trust company, investment banking -house, banking association, or firm, 
or of any corporation a liiajority of whose voting stock was o^vned by any 
bank, trust company, investment banker, baiddng association, or firm, 
except as the S.E.C. might permit. ‘ ^ 

The Act attempts to confine the activities of holding companies to the 
operation of gas and electric utilities and the holding of securities of such 
utilities. It is intended to prevent tire indiscriminate combination of do- 
mestic and foreign utilities, and to prevent the use of the holding com- 
pany to deny to the public the wdespread and economical use of both 
natural gas and electrical energy, \yhich are sometimes withheld merely 
because it is to the sel&h advantage of a company to encourage the use 
of one of its products rather than another and deprive the public of the 
benefits of competition betiveen the two. 

The “Death Sentence” Clause.— The most famous provision of the Hold- 
ing Company Act was the one containing the so-c^ed “death sentence” 
for public 'utility holding companies. This clause directed the S.E.C., 
after January 1, 1938, to require by order^that existing utility -holding 
company systems he limited to one such company, and one subsidiary 
hol(ting company, and to prevent control by the hvo companies over 
more than one integrated system of. operating companies. Thus, the “deadly 
sentence” applies to holding companies above tire second degree. Ac- 
cording to the Act, an integrated system of operating companies is a sys- 
tem of one or more units of generating plants, and/or transmission lines 
and/or distributing facilities, whose utility assets, whether o^vned by one 
or more companies, are physically interconnected, or capable of physical 
interconnection, and which under normal conditions may be economically 
operated as a single interconnected and coordinated system, confined in 
its operation to a single area or region, in one or more states, and not so 
large-as to impair (considering.the state of the arts and the area or region 
afiEected) the advantages of localized management, efiScient operation, 
and the effectiveness of regulation. 

No exceptions are permitted as to the degree of the holding companies, 
but exceptions may be allowed in the niunber of operating systems to be 
controlled by the two holding companies .in a system. Thus, more than 
one inte'grated operating system may be controlled whenever the Com- 
mission finds that such additional s)'stems are incapable of economic in- 
dependent operation, or operation without the loss of substantial econo- 
mies not otherwise obtainable, when the additional systems are located 
in the saVh p. state or adjoining states, and when the continued combination 
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of the operating systems is not so large as' to impair the advantages of 
localized management, efficient operation, or the effectiveness of regula- 
tion. The burden of proof in each case is on the holding company. 

The Welfare of Operating Companies and Consumers.— In general, the 
regulatory provisions of the Act were directed at specific and well-lcno^ 
evils. The powers given the S.E.C. differed little from those already exer- 
cised by some public utility commissions. The Act Has met with fairly 
general approval, though public utility officials feel that some of its pro- 
visions are too severe and delegate too sweeping powers to the S.E.C. 

However, the “death sentence” clause was attacked from several angles, 
one of which related to the welfare of the operating companies and of 
the consumers. It was said that the destruction of the holding companies 
would ruin the industry because the operating companies were dependent 
upon the holding companies for expert managerial services, supplies, 
equipment, and capital. With the holding companies gone, the operating 
companies would have to depend upon their own resources and would be 
unable to operate with their customary efficiency. The result would be 
higher rates for consumers, or perhaps eyen the outright failure of operat- 
ing compariies and a growing need for. government ownership. .Indeed, it 
was sometimes charged that the aim of the Act was eventually to bring 
all public utilities under government ownership. 

Supporters of the Act do not deny that many' operating companies are 
dependent upon holding companies for capital, services, and commodities, 
and that the efficiency of these operating companies would be impaired 
if all holding companies were eliminated. They point out, however, that 
not all holding companies are to be dissolved, but only those above the 
second degree. It is probable that operating companies already derive a 
major part of their benefits from holing companies of the first or second 
degree. Even if this is not true now, tiiere is no reason why first- and 
second-degree holding companies should not be able, after a reasonable 
period of time, to furnish all essential capital, commodities, and services 
to-the operating companies. If this development takes place, holding Com- 
panies above the second degree will perform no useful economic fimc- 
tion, and their- dissolution will not involve loss to the operating companies 
and consumers. According to William -O. Douglas, former Chairman of 
•the S.E.C.: “To the extent that the holding company can justify its do- 
minion in terms of service to the operating companies, the statute is not 
a 'death sentence.’ On the contrary, it holds the promise of a long life and 
a happy one.” ® . 

Even though the holding companies of high degree may not be missed, 
it. might be uneconomical to deprive a first- or second-degree holding 
company of all but one of its integrated systems of operating companies. 

® Electrical World, May 14, 1938, p. 1604. 

• » * 
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But, as we have seen, a holding company may be pennitted to continue 
its control over more than one system of operating companies, whenever 
such control is in the .public interest. In other cases, holding companies 
must be reorganized, or new holding companies organized, so that only 
one system of operating companies will be controlled by each. Given a 
• reasonable period of time, it should be possible to accomplish the neces- 
sary reorganization with a minimum of loss to those involved. 

.-The Destruction of Investments.— There are many who contend that, 
while the dissolution of high-degree holding companies may be good rid- 
dance fro'm the point of view of operating efiBciency and consumer rates, 
their loss will be mourned by people who have invested in their securi- 
ties. It is argued that the government; by forcing the liquidation of these 
companies, will destroy the investments of their preferred and common 
stockholders, though the bondholders may get their money back. Let us 
su^ose that a third-degree holding company is forced to liquidate. This 
means disposing of its holdings of securities of other companies, ' and 
selling its other assets. Out of the meager proceeds realized from the 
forced sale of its assets, the company will first have to pay the bondhold- 
ers in full and there \vill be little or nothing left for the stockholders. 

Supporters of the Act admit foat the investors in certain holding com-’ 
pany securities are deserving of sympathy. Undoubtedly, some of these 
“investments” have lost their value completely, qr almost completely. 
They contend, however, that the government is in no sense responsible 
for these losses to security holders. Bather, the responsibility rests \vith 
the holding company executives, who sold worthless or questionable secu- 
rities at high prices in the gala days of 1929 and earlier. The solicitude of 
these executives for the secmity holders is touching, but untimely. 

It seems apparent that many high-degree holding company securities 
had lost most if not all of their' value before the Act was passed or was 
in any danger of passing. For example, shares of American Gas and Elec- 
tric sold in 1929 for’ as much as $225 per share and fell to $183, while 
shares in Associated Gas and Electric, which had brought $46, were later 
ofFered at 39 cents each. Of course, as utility executives claim, not all 
holding companies should be bl^ed for the misdeeds of the guilty, blit 
in 1929 the control of about 40 per cent of the power industry was con- 
centrated in the hands of three large groups— the Insull group. United 
Corporation, and Electric Bond and Share. The stock of these companies 
sold in’ 1929 for as much as $79, $75, and $189, respectively, and during 
the depression went as low as 0, $13, and $33 per share, respectively. 

Since the shares of many holding companies had dropped, before hold- 
ing company legislation became at all imminent, to a figure which was 
only one to five per cent of their former values, the supporters of the law 
suggest that something more than the prospect of adverse legislation de- 
pressed their values. They also suggest that the holding company offi- 
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dak, who now wee|> “'f 
cruel govemmenti ^ 

rtip stock of a hiPh-^®S^®® holding company at $75 a share, and watched 
iTfaU to $i/uXK governmental poUcy of ‘Ws oflF,” is not likely' to 
he imnressed bv tlJo oharge that the govemmfent, through the operation 
of SelSlaf o- Act, is destro^ng Ae value of his shares. ' 

Let us see how iP® “ likely to aftect the owners of secunhes. If we . 
are correct in assu^“g ^ of reorganization, all-holding 

company functions' contributing to the efficiency of operating companies 
can be performed second-degree holding companies, those 

who hold the secP’^*^®® of the operating companies should not suffer 
through the opera^on df the Utilities Act.' Similarly, the holders of the 
securMes of first- second-degree holding companies should not be 
affected adversely, ®“ce those which are sound and perform a useful eco- 

nomic fiinction wifi. ”Ot be dissolved. ' ■ 

We may agree 'I’'® holders of stock in high-de^ee holding com- 
panies are in an unfortunate position, while denying vigorously that this, 
situation is attribi^^^l*!® f® ^® Utilities Act. Rather, the losses that the 
stockholders suffer l^^ve resulted chiefly from the fact that they were 
inveigled into paf™g V6>7 high prices for stock which was essentially 
and inherently unS°'^o‘l* Ip other words, they were sold securities whose 
‘total price was fa^ excess of tire value then existing or probablfe future . 
value of the asse^® ®f *f^® high-degree holding companies whosfe stock 
they bought. The Utilities Act must indeed be embarrassing to die gentle- . 
men who foisted these securities on the puWic, but such embarrassment 
scarcely constitute® ® vahd criticism of '&e Act. 

Constitutionality ®f *1^® Wheeler-Raybum Act.— The constitutionality 
of the Act has bee’® strongly challenged in the courts. When the time came 
for holding compP®^®® to .register with the S.E.G., many refused to do so . 
until the constitutf?®®ffty of the Act had been determined. In February, 
1938, it was estin^®ted that holding companies controlling 56 per cent of ‘ • 
the assets of utili^ companies subject to federal regulation had failed to 
register.^ In Marc^** 1938, the Supreme Court ruled that the registratioji 
provisions of the A®t were constitutional. The Court held that the holding . 
company involved *f^® ®®^^ ™ question was deafly, though to some ex- 
tent indirectly, 61 ^ 5 * 8 ®*^ ™ interstate commerce, and that, equally clearly, 
the registration pTovisioiis of the Act came within the power of Congress 
to regulate interif®^® commerce. 

Following this decision', several important holding companies hastened 
to register, but tlf^® flattie is still on with respect to other matters, for the 
constitutionality i®f “death sentence” feature of the Act remains in • 
doubt. This prov’f®^®’® ''va® be' enforced as soon as possible after Janu- 
ary 1, 1938, but t^® S.E.C. delayed its enforcement because of the uncer- 

’ Chicago Febraaiy 25, 1938^ 
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tain status of the Act In August, 1938, the S.E.C. set December 1, 19-38, 
as the final date for the submission of reorganization proposals by all hold- 
•ing companies under the “death -sentence” clause. On that date, the Com- 
mission announced that public utility holding companies representing 
“substantially 100 per cent” of the.assets of the industry had fui^hed the 
Commission wth plans for simplifying their corporate strucfures, as re- 
quired by the. Act. 

In 1940 and 1941, -virtually all of these voluntary plans for the reorgani- 
zation of public utilify holding companies under the “death sentence” 
daiKe proved unsatisfactory to the Securities and Exchange Commission, 
and the Commission began to draw up its own plans for reorganization. 
These plans required more drastic changes^, than were proposed by tin- 
holding companies. For example, the Commission’s tentative finding m 
the case of the United Gas Improvement Company required this $830.- 
000,000 company— controlling 4 subholding companies, 38 electric and 
gas subsidiaries, and 48 non-utility- companies, operating in 11 states fror” 
New Hampshire to Tennessee— to become a $350,000,000 company con- 
. sisting of 11 electric companies and very limited interests of o&er lands, 
xvith its electrical facilities concentrate in an area roughly 30 by SO 
miles, and centering in Philadelphia.- 
^uother tentative finding required the Commonwealth and Southern 
Corporation to give up all but one of its major operating rmits. The com- 
pany, a billion-doUar concern, operates 10 utility company s)’stems in as 
many states, and controls 22 non-utility and holding company subsidiaries. 
The company was given the choice of retaining the Georgia Power Com- 
pany, the Alabama Power Company, or the Consumers Power Company 
as its single integrated sj'steni, while disposing of its other utilify S)'S- 
tems and nori-utilify interests.® These findings, and the others which have 
been handed dowm, are so severe that the holding companies involved 
are not hkely to submit to them vvithout a struggle. In other words, we 
shall probably soon have a Supreme Court test of the constitutionalify 
. of the “death sraitence” provisions of the Act of 1935. 

The Federal Power Commission.-TTitle Two of the Public Utilities Act 
of 1935 gave important powers to the Federal Power Commission. This 
body had been created in 1920 by the Federal Water Power Act. In the 
first^fifteen years of its life, its activities were limited to li<»nsing water 
povver projects for electrical development, regulating the accounting of 
such projects to prevent overcapital^tion, and making power and elec- 
tric rate sinvej's. The Act of 1935 gave the Commission regulator}' powers 
ov'er all -facilities used for the transmission and sale of electric energ}' in 
interstate commerce, and over the sale of electric energy at w’holesale 
'in interstate commerce. The Commission is directed to -xiivide the coun- 


® Chicago Tribune, Januai}’ 23, 1941. 
^Chicago Tribune, March 20, 1941. 
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try into regional power districts, and to encourage interconnection ana 
coordination of facilities -^thin each district and between districts. Upon 
application of any state commission or person engaged in the transmission 
of electric energy, the Commission may direct a public utility (if it finds 
that no undue Wden is thereby placed upon the utility) to connect its 
electric transmission facilities with those of one or more persons engaged 
in the transmission or sale of electrical energy, and to sell energy to or 
exchange energy with such persons. However, the Commission, may not 
require the extension of generating facilities for these purposes or compel 
any utility company to exdiange or sell energy when to do so would in- 
terfere with its ab^ty to provide satisfactory service to its regular cus- 
tomers. 

In case of war, or a shortage of electric power or facilities, the Com- 
mission may, upon its own motion or by request, compel a temporar* 
connection of facilities and such generation, exchange, or transmission of 
power as in its judgment will best provide for the emergency and care for 
the public interest. For interstate purposes, die Commission has powers 
of control over electric utility -companies similar to the powers" of the 

S. E.C. over holding companies. That is, it controls' interstate wholesale 
electric rates, the acquisition and sale of properties, the issuance of se- 
curities, and accounting methods. This part of the Public Utilities. Act of 
1935 aims to correct a weakness in the state public utility regulatory sys- 
tems,. In 1938, the Flood Control Act gave the Commission considerable 
authority in planning electric power developments at flood" control dams, 
and in the same year .the Natural Gas Act directed the Commission to 
regulate the transportatioii and sale of natural g’as in interstate commerce. 

The Tennessee Valley Authobity 

The Nature of the T.V.A.— Tlie public utility industry, in addition to its 
worries over the VTieeler-Raybmii Act, has been much concerned about 
governmental competition in the production and sale of electric power. 
While the federal government has been building dams and facilities for 
the production of electric power in many parts of die country, the chief 
concern of the industry has been the activities of the Tennessee Valley 
Authority. The T.V.A. is a corporation controlled by a board of three di- 
rectors appointed by the President. It was organized in 1933, for the pur- 
pose of developing the Tennessee River Valley area. In 1934,- wheri.the 

T. V.A. project included six dams, with electric plants and tr ansmis sion 

lines, it was estimated that the total cost would be $310,000,000. By 1939, 
the project had grown to a ten-dam system, and the estimated cost was 
over $500,000,000.“ . • • 

The public utility industry is interested in die T.V;A.‘ because, all dams 

, Chicago Tribune, March 9, 1938; and C. W. Thompson and W. R. Smitli. 
Public Utility Economics, pp. 683-685. . . 
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course, to lower artificially the cost of power production at the T.V.A. 

It is charged that the use of the T.V.A. plants as yardsticks is unfair to 
the private companies, not only because of tliis artificially low estimate of 
original costs, but also because they are unlike the private plants in the 
extent of industrial and residential use, load factors, taxes, interest, and 
depreciation charges. To have to compete willi T.V.A. rates, in the face 
of these fundamental differences, places the private companies at a hope- 
less disadvantage, it is argued. The T.V.A. is also criticized because its 
operation has deprived federal, state, and local governments of some 432 
million dollars of taxes which used to be paid by public utility com- 
panies, and because its power is purchased largely by a few large indus- 
trial consumers instead of benefiting the general consuming public of the 
area. • 

Constitutionality of the T.V.A.— In view of these criticisms, it is not sur- 
prising that utility companies have objected strenuously to the activities 
of the T.V.A. Indeed, some eighteen utility companies in tlie south- 
eastern part of the country brought suit, asking an injunction against tlie 
sale of power by the T.V.A., on the ground that their business was threat- 
ened with irreparable injury, if not destruction. The case came to a de- 
cision in a Federal Court in Chattanooga, Tennessee, in February, 1938. 
The court decided in favor of the T.V.A., holding that tire utility com- 
panies have no immunity from lawful competition, even if their business 
is curtailed or destroyed. The judge decided that the T.V.A. dams were 
constructed for several other purposes— including navigation, flood con- 
trol, and national defense— as well as for the development of electricity. 
The water stored by these dams, when allowed to pass tlirough turbines, 
creates electric power. This power is tlie property of tlie federal govern- 
ment, and the Constitution empowers tlie government to dispose of its 
property in any way it may choose. The utility companies immediately 
took an appeal to the Supreme Court, which refused to reverse the de- 
cision of the district court. 


1. Why are some businesses called “public utilities”? Explain. 

2. Why has it been thought necessary for the government to regulate 
public utilities? 

3. How have our courts restricted the power of public utility commissions 
to regulate the rates charged by utility companies? 

4. Why is the valuation of pimlic utility properties necessary? What problems 
arise in connection with valuation? 

5. What is meant by the prudent investment cost method of valuation? 
Explain fully. 

6. Is either the total par value or market value of the stock of a utility com- 
pany a sound measure of the value of its property? Why? 

7. What problems are encountered in attempting to find the original cost of 
a utility company’s properties? Explain. 
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8 . Do you prefer reproduction cost or original cost as a method of public 
utility valuation? Explain. 

&. What difBculties arise in attempting to establish a fair rate of return? 
E^^lain. 

10. Is any principle of rate regulation feasible other than the "fair return on 
a fSir valuation”? Explain. 

11. “Despite regulation by public utility commissions, many e\’ils have con- 
tinued to exist in the public utili^ industry.” Explain the nature of these 
evils. 

12. \Vhat have been the principal weaknesses of public utility conunissions? 

13. How have two developments of fairly recent years still further impaired 
die ability of state commissions to regulate the utilities? 

14. ^Vhat is a public utility holding company? 

15. How do holding companies perform certain financial functions for their 
operating companies? Explain. 

16. What other fimcdons are performed by holding companies for operating 
companies? 

17. What is meant by the pyramiding of holding companies? 

18. How are power and profits concentrated in the hands of a few indiwduals 
through the use of holding companies? Explain fully. 

19. In what ways have holding companies sometimes been guilty of duping 
investors? 

20. How have evils existed in the relations between holding companies and 
their subsidiaries? Explain. 

21. How have holding companies attempted to influence legislation and public 
opinion? 

22. \\fliat were the purposes of the Pubh’c Utflity Holding Company Act of 
1935? 

23. How is the Securities and Exchange Conunission expected to control the 
financial operations of holding companies xmder this Act? Explain. 

24. How are intercompany relations regulated by the Act? 

25. MTiat is meant by the “death sentence” clause? 

26. “The Securities and Exchange Corrunission has dius far given evidence of 
an intent to enforce the ‘death sentence’ clause rigorously.” Explain. 

27. Will the welfare of operating compam'es and consumers be adversely 
affected by the operation of the Act? Explain. 

28. Has the government, through this Act, destroyed the investments of tire 
holders of the securities of high-degree holding companies? Explain. 

29. Explain the provisions of the Federal Power Act of 1935. 

30. \Vhat is the T.V.A., and how is it related to die public utility industry? 

31. Discuss the controversy which is iraging over the activities of the T.VA. 
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CHAPTER 49 


MONOPOLIES 


In many industries, though not in all, economies may be brought about 
through large-scale production. But even in fields where the economies of 
large-scale production are great, a single firm may grow to a point beyond 
which no economies in actual operation of the plant would result from a 
further increase in size— although greater size might be desirable from 
the point of view of efficient marketing of the product, economical financ- 
ing, or bearing the risks of the business. Under such conditions, it often 
happens that several business plants are brought under one central con- 
trol, so that all may be managed as a single business unit, though each 
plant is limited to the size at which it can produce most efficiently. 

But the process of centralization of control need not stop here. One 
firm, or a group of firms, sometimes increases in size until it controls so 
large a part of the capacity of a whole industry that it can regulate the 
output of the industry sufficiently to exercise control over the price 
charged for its product. In such cases, whether the control over produc- 
tive capacity and price is complete or incomplete, a condition of effec- 
tive monopoly exists. 

Combinations and Monopolies.— At the outset of our discussion, we 
must distinguish carefully between monopolies and ordinary business 
combinations. A business combination, whether horizontal or vertical, 
may be formed in any industry without a monopoly resulting, so long as 
the combination controls only a relatively small part of the total output 
of the industry. On the other hand, a monopoly situation may arise 
through the growth of a single firm, or through a trade association of sev- 
eral otherwise independent firms, without any actual combination of 
business units taking place. It follows that what is true of a combination 
is not necessarily true of a monopoly. A combination may be a sound and 
desirable economic development, while a monopoly is neither of these 
things. Similarly, a business combination may increase its gains by effect- 
ing real economies in production rather than by charging exorbitant prices 
or practicing unfair tactics toward its competitors, but this is not the 
method used by monopolies. 

In referring to a monopoly, therefore, we shall have in mind a per- 
son, firm, combination of firms, association of firms, or simple group of 

399 



400 ECONOMICS; PRINCIPLES AND PROBLEMS 

firms, which owns or controls a sufllcient part of the productive capacity 
of an industry or business to enable it to control the price or prices 
charged by the whole industry or business for its product or products. 
It is impossible to say exactly what percentage of tlie productive capacity 
of an industry must be controlled in order to fix prices, for the percentage 
would vary considerably from one industry to another; but it is certain 
that monopoly powers can often be exercised by an organization which 
controls far less than 100 per cent. 

We shall limit our present discussion to industrial monopolies. Public 
utilities, such as water, gas, and electric companies, were treated in the 
preceding chapter. These public utilities have long been recognized as 
“natural monopolies,” that is, as businesses which can attain maximum 
efficiency only if given monopoly control and which, if organized com- 
petitively, would eventually turn into monopolies. Hence, public utili- 
ties have been permitted to operate as monopolies under governmental 
control. The railroads, which were also discussed separately, are more 
like public utilities than like ordinary industrial companies and have been 
accorded special treatment by tlie federal government. 

The Development of the Monopoly Probusm 

For many years, the existence of monopoly conditions in an industry 
usually meant that the field was dominated by a single large firm or by a 
gigantic formal combination of firms. Though monopolies in this sense 
existed in the United States as early as the middle of the nineteenth cen- 
tury, the most active period in their organization was from 1887 to 1903. 
The early monopolies took several forms, some of which we shall describe 
briefly. 

Tlie Pool.— One of the earliest types of monopolistic organization was 
the pool, which consisted of a group of firms combined for certain pur- 
poses, although they remained independent in other respects. As to 
method of operation, pools were of several types. The most common types 
divided total output, markets, or profits among the member firms accord- 
ing to some prearranged plan. In general, pools were not a very success- 
ful type of monopolistic organization. Soon after a pool was formed, the 
individual members, or some of them, usually succumbed to tlie tempta- 
tion to make a little money on the side by violating the pool agreement. 
This often meant the end of the pool; for the agreement among the firms 
was not enforceable at common law, since it was an agreement* in re- 
straint of trade. 

The Trust.— Another early form of monopolistic organization was the 
trustee device, or trust. The stockholders of the combining corporations 
would assign their stock with voting power to a board of trustees, and 
receive in return trust certificates representing the value of their prop- 
erties. By holding a majority of the voting stock of the various com* 
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the United Fruit Company and the Standard Fruit and Steamship Com- 
pany in the importation of bananas; the Pittsburgh Plate Glass Company 
and die Libbey-Owens-Ford Glass Company in the production of plate 
glass; the General Electric Company and die Coming Glass Works in the 
production of glass bulbs, glass tubing, and rod for electric lamps; the 
General Electric Company and the Westinghouse Electric and Manu- 
facturing Company in the production of metal bases for electric lamps; 
the International Business Machines Corporation and Remington-Rand, 
Inc., in the production of electric accounting machines; the Westing- 
house Air Brake Company and the New York Air Brake Company in 
manufacturing railroad air brakes; the Union Carbide and Carbon Cor- 
poration and the Air Reduction Company in producing compressed oxy- 
gen and acetylene; and the Texas Gulf Sulphur Company and the Free- 
port Sulphur Company in sulphur production.® All these examples relate 
to the national market of the United States. There are many other cases 
in which single firms or pairs of firms control regional or local markets 
for various kinds of economic goods. 

Conditions of effective monopoly may also e,vist in industries in which 
no single firm or pair of firms controls all or almost all of the output. Of 
the 1807 products studied from among those included in the Census of 
Manufactures for 1937, there were 291 in which the leading single com- 
pany controlled between 50 and 75 per cent of the total supply. In the 
case of 37 products, four firms accounted for the entire supply. In 164 
cases, four firms produced over 90 per cent of the supply; and in 328 
other cases, the part produced by the four leading firms was not disclosed 
(in order to prevent the identification of individual firms). There were 
670 products in which the four leading concerns turned out 75 per cent 
or more of the supply, or in which information on this point was withheld. 
The general conclusion was that from two-fifths to one-half of the goods 
under consideration were produced in fields in which four concerns con- 
trolled 75 per cent or more of the supply.^ 

Holding Companies.— In industries in which the greater part of die 
supply of some economic good is controlled by a few large concerns, these 
firms are usually combinations of formerly independent companies. In 
many cases, the large firms are holding companies, which exist for the 
purpose of owning and controlling the securities of other corporations. 
Widi their own securities or with cash, they buy up at least a controlling 
interest in the voting stock of the corporations which are to be com- 
bined, and thus are able to control management, output, and prices. The 
holding company is very similar to the old trustee device, the securities ' 
of the holding company taking the place of the trust certificates and the 
board of directors of the holding company superseding the board of 
trustees. However, since many states have passed laws authorizing the 

3lfc{d„ pp. 98-110. *Ibid., pp. 113-118. 



404 ECONOMICS; PRINCIPLES AND PROBLEMS 

tomers a uniform base price, plus freight from the basing point to the 
customer’s geographical location. Frequently the actual freight from 
seller to customer is less than that from the basing point to the customer, 
and the difference goes into the sellers profit. Plants located outside a 
given basing-point district must ordinarily charge the same prices as those 
inside the district, when making sales in that district, and absorb the 
higher freight charges as best they can. Thus, a customer in a given dis- 
trict would be quoted the same price by all plants in the district, and by 
plants outside the district as well, so that price competition is eliminated. 
The firms which operate basing-point systems often claim that these uni- 
form prices are only “asking prices,” and that actual prices charged and 
received may diffei somewhat from one firm to another. Basing-point sys- 
tems have been used in the steel industry, the cement industry, and some 
50 other industries. 

Patent Pools.— Effective monopoly has been maintained in some indus- 
tries by means of patent pools. When important patents are owned by 
a small number of large firms, each firm may grant licenses to the others 
to use its patents, or all firms may pool their patents. Tliis group of firms 
may then use its resources to exclude new producers from the general 
field of production, by refusing to grant licenses to outsiders or by charg- 
ing very high royalties for the use of patents. When licenses are granted 
to new firms, the members of the pool may attempt to control ouput, 
markets, or prices charged by such newcomers. Patent pools do not al- 
ways lead to effective monopoly, but the courts have found patent-pool 
monopolies among producers of ophthalmic lenses, porcelain insulators, 
radios, and gasoline.° 

Other Control Methods.— In addition to the methods of maintaining 
effective monopoly which have already been described, market-sharing is 
sometimes practiced by the few large firms in a given industry. Market- 
sharing means simply that the firms do not compete against each other 
for the same customers. Each firm has a particular share of the general 
field, and works it exclusively. Market-sharing seems to be common 
among investment bankers, has been practiced by meat packers and an- 
thracite coal producers, and is said to have been used in the tobacco in- 
dustry, at least in the marketing of certain products.’^ Again, control in 
some industries has been achieved through interlocking directorates, 
stock ownership, financial relationships of the firms with a common finan 
dal organization, and in other ways. 

Trade Associations.— Formal organizations of firms in modern industr}’ 
usually take the form of trade associations or industrial institutes, which 
are voluntary, mutual benefit assodations having as their members the 
various business firms -in a certain trade or industry. A trade assodatioc 
may be incorporated or unincorporated. It is usually controlled by a board 

8 Ibid., p. 159. » Ibid., g- 176. 
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of directors elected by the members and is financed by dues. The mem- 
bers are independent in most respects and may or dinar ily enter or leave 
the association at will. Trade associations have many legitimate fields of 
actiWly, such as “cooperative industrial research, market surveys, the de- 
velopment of new uses for products, the provision of trafiBc information, 
the organization of emplo}>ment bureaus, collective barg ainin g ^th or- 
ganized labor, mutual insurance, coirunercial arbitration, the publication 
of trade journals, joint advertising and publicity, and joint representa- 
tion before legislative and administrative agencies.” ® 

But their activities may also include “the establishment of coimnon 
cost accounting procediures; the collection and dissemination of statistics; 
the operation of price reporting plans; the standardization of products, 
terms of contracts, price lists, and differentials; the provision of credit in- 
formation; the interchange of patent rights; the administration of basing- 
point systems, the joint purchasing of supplies, and the promulgation of 
codes of business ethics; each of them practices which may operate to re- 
strain competition in quality, service, price, or terms of sale.”® There 
were in 1940 some 2000 trade associations of national scope in the United 
States, hundreds of which have been involved in anti-trust proceedings 
of one land or another. 

‘ The Case Against Monopolies 

The EflBciency of Monopolistic Concerns.— WTiile cases of complete 
monopoly in the hands of a single company are rare in the American 
economy, there are many cases in whidi a single firm, or small group of 
large firms, controls a sufiBciently large part of an industry to give it ef- 
fective monopoly control. The attitude of most people toward complete 
and partial monopolies has for many years been one of acute distrust and 
opposition. Though not all monopolies have been successful, many have 
been highly so, and in most cases ffie reason for success seems to have 
been the control over production and prices, rather than any unusual 
economies in operation or elimination of waste. The advantages of large- 
scale production are many and well kno\vn, but most of them reach a 
limit rather quickly, and do not go on increasing indefinitely as a firm 
grows in size. Monopoly control is not required in order to reap these 
advantages. 

Other advantages, not available to a single large-scale firm, may be 
enjoyed by certain types of business combination. They may avoid com- 
petitive duplication of plant, and of advertising and selling effort. They 
can eliminate a large number of competing brands, and avoid “cross- 
hauling” by filling each order from the nearest plant. When a period of 
poor business hits an ordinary industry, it may be necessary for all plants 
to run at part capacity, and thus run inefiBciently. A combination, how- 
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ever, can often close some plants completely and keep others running efiB«. 
ciently at full capacity. The several plants controlled by a combination 
may be made to specialize in different phases of its production, and rivalry 
between plants may be used as a stimulus to greater efficiency. Finally, 
any new processes or machines owned by any one of the firms may be 
used by all when all are members of a combination; otherwise, each plant 
would usually have its own trade secrets and special methods, and no one 
plant would have access to all of the best methods of production. This 
Hst of advantages, though not exhaustive, is imposing; but a few mo- 
ments’ reflection will convince the reader that a business combination 
need not be a monopoly in order to enjoy these advantages. Little statis- 
tical evidence is available as to the costs of production of monopolies, but 
the little that we have suggests that these costs are very seldom much 
lower than the costs of independent concerns or of combinations which 
lack monopoly powers. 

• Monopoly Prices.— Since monopolies may claim but few, if any, econ- 
omies as distinctly their own, it is evident that their success has almost 
always been due to restricting output and charging monopoly prices. 
The result has been large profits at the expense of consumers^ It is, of 
comrse, very difficult to determine the exact effect of monopoly control 
over prices. To do this, we should have to compare the monopoly price 
with the price which would have prevailed under competitive conditions. 
Since there is no way to determine the latter, this comparison cannot be 
made. We know, however, that the prices charged under monopoly have 
usually been sufficiently high to yield large profits. It is true, as some 
defenders of monopolies have said, that prices in certain controlled in- 
dustries have been stable or have even declined at times, but it is also 
true that monopoly profits may be gained without price increases. A 
stable price will yield large profits if it is high enough in the first place, 
or if it is accompanied, over a period of time, by falling costs ,of produc- 
tion. Even a falling price over a period of time will be highly profitable 
if costs fall more rapidly than the price itself. 

The profits made by monopolies are a fair indication of the effect of 
monopoly control upon prices. For example, among the early trusts, the 
original Standard Oil Company had earnings which ranged between 
48.8 and 84.5 per cent on its investment, and averaged 61 per cent be- 
tween 1896 and 1906.® The Aluminum Company of America made a 
net income of $335,000,000 over a fifty-year period, though its original 
investment was only $2,000,000.“ Among the two-firm monopolies, the 
Texas Gulf Sulphur Company had an average annual profit of 28.75 per 
cent on its investment from 1919 to 1938, and paid dividends over a 
period of eighteen years which averaged 95.46 per cent annually on the 
original value of its stock; while the Freeport Sulphur Company, over 
»l6fd.,p. 66. “ftid., p. 72. 
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a period of twenty-five years, has paid average annual dividends of 
24.75 per cent on the ledger value of its stoclc.“ It is clear that such 
profits can' be made only from prices which are well above the cost of 
production level, whatever may happen to the absolute level of the prices. 
From the point of view of society, then, one of the principal objections 
to monopoly is its effect on prices and the burden thus placed on the 
consumers of monopoly products. 

Unfair Tactics of Monopolies.— \’tTien the smaller firms in an industry 
operating under monopoly conditions have refused to cooperate wth the 
monopolistic firms, or when new competition has sprung up, the monopo- 
listic firms have often resorted to uni^ir tactics to attain their ends. These 
monopolistic firms, with large or national markets, have often engaged 
in local price-cutting. That is, in areas in which they have had competi- 
tion, they have cut prices to the cost level, or even below cost if neces- 
sary, in order to force their competitors to take losses. Meanwhile, they 
themselves have been able to “break even” or make money by continuing 
to charge high prices in non-competitive areas. The Standard Oil Com- 
pany was a notorious follower of this policy of "cut-throat competition,” 
but there were many others. 

Firms that controlled a tremendous volume of business were once able, 
by playing one railroad against another, to secure rebates on freight 
rates, or to induce the raihoads to establish particularly favorable rates 
out of the cities from which these firms shipped most of their products. 
The Standard Oil Company once made an arrangement whereby it not 
only received a substantial rebate on its own shipments, but also received 
a similar sum from the freight payments made by its competitors. The 
unfairness of such a policy is apparent. 

Monopolistic firms have sometimes ordered dealers selling their prod- 
ucts to refrain from handling the products of competing companies, tlms 
limiting the market open to competitors. The International Harvester 
Company, among others, used these “exclusive dealer arrangements.” 
A similar device was the “tying contract.” The United Shoe Machinery 
Company, for example, leased indispensable machines on which it held 
patents, but required the lessee to contract also for the use of other 
machines on which the patents had expired, and which were offered 
by other firms at lower figures. In this way, the company forced shoe 
manufacturers to use its machinery exclusively, and thus destroyed com- 
petition. 

Sometimes, monopolistic firms have interfered with the fiow of serv'- 
ices and supplies needed by their competitors. They have persuaded 
or forced banks to cut off credit, and to call in the loans of competing 
firms, and have led newspapers and periodicals to refuse competitive 
advertising. Railroads have been induced to develop sudden “shortages” 
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of freight cars of the nccessarj* type; and sellers of raw materials have 
been persuaded not to fill the orders of competitors, or to fill them with 
inferior materials or only after long delay. 

When public feeling against certain monopolies has run high, they 
have often made it appear that firms under their control were independ- 
ent. Those who might refuse to buy from the monopoly would b:iy from 
these "Ijogus independents,” and these cotnpanies coiild compete with 
the genuine independents without their fraiuhilent nature beamiing 
knouTi. Many monopolistic finns have brought sptirious lawsuits against 
competitors, charging patent infringement or other injiuy. Tliese suits 
would often tic up the business of the competitors and involve them in 
hcasy legal costs, even though the suits were eventually dismissed. Com- 
petitors have sometimes been intimidated by the mere threat of .such 
suits. On the other hand, monopolistic finns have infringed upon the 
patent rights of competitors or appropriated trade secrets gained through 
espionage or briber)*, confident that they would make more through 
these illegitimate acts than any amounts which the courts might award 
the competitors by way of d.amagcs. Customers of competitors have been 
bribed to cancel orders or to default on p.ayments, and valued em- 
ployees have been bribed to leave the employ of competitors. 

Finally, monopolistic concerns have .sought to damage their competi- 
tors’ products or reputations. For instance, the Natiomd Ca.sh Register 
Company is said to have “doctored” machines made by competitors so 
that tliey would brc.ik down or fail to work satisfactorily, llie same com- 
pany bought up competitors’ machines from their users and offered them 
for resale, disphaying tlicm as “junk” or as “inferior products” at 30 cents 
on the dollar. 

Monopolies and Business Cycles.— Monopolies have also been charged 
with increasing the instability of our economic system. In jicriods of good 
business they maintain st.ablc prices for their jiroduels in the face of in- 
creasing production and falling unit costs, and without increasing the 
wages of labor significantly. Such policies, in spile of all that can be 
done to support consumption through installment selling or other credit 
devices, lead eventually to business breakdown and depression. And 
in periods of depression, the monopolies are likely to hold their prices 
at the customary level, taking losses by selling fewer units at the stable 
price ratlier than by selling more at a lower price. This policy results 
in laying off labor, curtailing purchases of materials and supplies, and 
reducing consumer purchasing power, and eventually affects all indus- 
tries and adds to the cumulative downward spiral of depression. Some 
economists hold that cyclical swings in business can never be elim- 
inated, or even greatly reduced in severity, so long as many of our most 
important industries are controlled by monopolies witli their rigid or 
sticky prices. 
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New York, Inc., and Commonwcallh and Sonlhcni Corporalion) had total 
assets of $6,548,300,000; and the three largest railroads (Pennsylvania 
Railroad Company, New York Central Railroad Company, and Allegheny 
Corporation) had total assets of $6,958,000,000.*^ In 1933, the 50 largc.st 
financial corporations had total assets of some $35,000,000,000. The three 
largest banks (Chase National Bank, National City Bank, and Guaranty 
Trust Company) had total a.sscts of $6,078,600,000, while the three largest 
insurance companies ( Metropolitan Life Insurance 'Company, Prudential 
Insurance Company, and New York Life Insurance Company) had total 
assets of $9,607,900,000.*® 

Income, Ownership, and Savings.— Tlic concentration of corjioratc in- 
come is similar to that of corporate wealth. In 1937, of 477,838 corpora- 
tions which made income lax returns, 285,810 had no income. Tlio corpo- 
rations which had net incomes of less than $5000 made up 65 per cent of 
all which reported incomes, but received less thati 2 per cent of the total 
income of .all these coqiorations. At the other extreme, 2*18 corporations 
received 40 per cent of the total net income of all corporations, though 
tliey made up only one-tenth of one per cent of the total number of 
corporations with incomes. It might be thought that this concentration of 
wealth and income is unimportant, because the ownership of these 
corporations is popularly supposed to be widc.sprcad. Acltially, however, 
the ownership of corporations is highly concentrated, for it is estimated 
that one-half of all dividends paid in the United States arc received by 
stockliolders who comprise less than 1 per cent of all American corporate 
stockliolders.*® Moreover, the situation is not improving. In 1937, tlie 
corporations with assets of $1,000,000 or more made up only 5 per cent 
of a group of non-financial corporations studied, but they had 88 per 
cent of the sa^^ngs of all these corporations. Tlic corporations with 
assets of less tlian $50,000 were 59 per cent of the total group but had no 
savings at all.*^ 

Interlocking Interests of Large Corporations.— Tlic mere fact that eco- 
nomic power is largely concentrated in relatively few corporations docs 
little to support a claim of monopoly control of the whole economy unless 
it can be shown that these large corporations work together as a group 
toward tins end. This seems to be the case. In 1937 there were 3544 
directorships on llie boards of tlie 200 largest non-financial and the 50 
largest financial corporations, and these directorships were held by 2725 
individual directors. One director held 9 such posts among the 250 corpo- 
rations, and there were S3 men who held 4 or more directorships. Of 

** National Resources Committee, The Stnicturc of the American Economy, Wash- 
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election of legislators who will repeal or amend unfavorable laws; and 
working later for the repeal or amendment of these laws. Tlio efforts of 
business and financial interests to influence the government arc not al- 
ways successful, but they are effective in many cases. 

Control of the Press.-A considerable measure of control over the news- 
papers of tlie country aids our business and financial groups in their ef- 
forts to dominate the American economy. Many pressure organizations 
which represent business and finance have large funds available for 
advertising, supply newspapers with “canned” articles and editorials, 
and in general try to keep on cordial terms with the publishers of im- 
portant papers. The newspaper publishers frequently reciprocate. In 
tlie struggles between business and labor or business and government, 
the business side of the controversy is presented favorably by the press. 
Labor is commonly held responsible for industrial disputes and for any 
^^olence whieh results, while the government is represented as the 
prosecutor if not the persecutor of business. In addition to “editorializing" 
the news, some newspapers have suppressed or “toned dowm” news un- 
favorable to leading advertisers. On the basis of the picture presented in 
the last few pages, many people conclude that the problem of monopoly 
today goes far beyond that of price and production control in particular 
industries. 

Attempted Solutions of the Monopoly Phodlem 

Checks on Monopoly Powers.— Even in the absence of governmental 
interference, the effects of monopoly control are not always so bad as 
they are painted. A monopoly must exercise some care as to how high 
a price it charges, or it may cause customers to turn to substitutes or 
competition to develop in the form of new firms attracted by large 
profits. Monopolies may conceivably moderate their policies for fear 
of stirring up public opinion, or because of a sense of justice or fairness 
on tire part of their management. Even more likely, the management of 
a monopoly may become stagnant or inert, and fail to take full advantage 
of its powers and opportunities. Finally, even if a monopoly is determined 
to exploit the public to the utmost, it may not be possible to determine tlie 
exact price which will bring in the greatest possible total net return. 

However, the people of tlie United States, with their strong distrust 
of monopolies, have not been willing to depend upon the semi-automatic 
forces described above to restrain the monopolies in the use of their 
powers. Since the monopoly movement constitutes a problem which 
is national in character, we have demanded federal legislation dealing 
with its abuses. Tlie basic law, the Sherman Anti-Trust Aet, was passed 
in 1890, shortly after the start of the monopoly movement but before the 
most active years of monopoly development. 

The Sherman Anti-Trust Act.— The Sherman Anti-Trust Act was a 
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Act applied to holding companies, whenever these companies, operated 
to restrain interstate or foreign commerce. The Northern Securities Com- 
pany, by giving its own securities in exchange, had acquired almost 
complete control of the Northern Pacific and Great Northern Railroads, 
and would have operated to eliminate competition between -these two 
roads. These two decisions encouraged the government to bring further ' 
, suits, and discouraged the fonnation of additional monopoly organiza- 
tions. 

The Rule of Reason.— In the cases involving the Standard Oil Company 
of New Jersey and the American Tobacco Company, both of which were 
decided in 1911, the Supreme Court developed the now famous “rule of 
reason” for deciding su^ cases. Although the Court had thrice decided 
that the Sherman Act applied to all contracts, combinations, and con- 
spiracies in restraint of interstate or foreign commerce, it now held that 
the Act was meant to apply only to “unreasonable restraints” on such 
commerce. 

The Court suggested that the Sherman Act had been worded so strictly 
because of the many new types of contracts and combinations which were 
being developed, and the desire of the framers to see to it that no monop- 
oly escaped merely because of the form in which it was organized. The 
contracts, or other acts, prohibited in the law were not explicitly defined 
and the classes of acts prohibited were so broad that almost any activities 
of business men might come under the influence of the Act under certain 
conditions. Thus, it was held, the use of reason became indispensable 
in deciding whether particular business activities had or had not brought 
about the wrongs which the statute prohibited. 

As Justice Brandeis put it in 1918, in the case of the Board of Trade 
of the City of Chicago, et al., vs. the United States: “Every agreement 
concerning trade, every regulation of trade restrains. To bind, to restrain, 
is of their very essence. The true test of legality is whether the restraint 
imposed is such as merely regulates and perhaps thereby promotes com- 
petition or whether it is such as may suppress or even destroy competi- 
tion.” In spite of the development of &e rule of reason, the Supreme 
Court decided that both the Standard Oil Company and the American 
Tobacco Company were operating in violation of the Sherman Act, and 
they were ordered to dissolve widiin a reasonable period of time. Later 
on, however, under the interpretation of the rule of reason, a government 
case against the United States Steel Corporation was decided in favor 
of that company. 

The Clayton Act.— Because the Sherman Act was not wholly successful 
in carrying out the purposes of its framers and because there was need 
for further clarification of its provisions, two additional laws were passed 
by Congress in 1914. The first of these, the Clayton Act, with certain 
qualifications, prohibited local price discrimination and the use of tying 
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vestigate the manner in which any final decree in an anti-trust case had 
been or was being carried out. It could make public, from time to time, 
such portions of its information as it deemed expedient in the public in- 
terest. 

With regard to conditons of competition, the Act declared that unfair 
methods of competition in commerce were unlawful, and the Commission 
was directed to prevent persons and firms from using such unfair 
methods. The Act did not specify what were or were not unfair methods 
of competition, so that the Commission was granted a wide territory 
-within which to exercise its judgment. If the Commission had reason 
to believe that a person or firm was using unfair methods, it could serve 
a complaint, stating its charges and providing for a hearing. After the 
hearing, if the charges proved to be true, the Commission could order 
the person or firm to stop employing its objectionable methods. If the 
order was not obeyed, the Commission could apply to the circuit court 
of appeals of the district for tlie enforcement of the order. Once this 
point was reached, the court had full jurisdiction over the case and could 
a£Brm, modify, or set aside the order of the Commission. Appeals couldv 
be taken to the Supreme Court. 

The Work of the Federal Trade Commission.— In general, the Federal 
Trade Commission has been quite successful in carrying out its manifold 
duties. It is sometimes said, however, that most of the work of the Com- 
mission with respect to unfair competition has concerned ordinary busi- 
ness men and firms rather than monopolies. Most of the unfair practices 
of monopolies had already been specifically prohibited by legislation, or 
had been adjudged illegal in previous court decisions, so that in recent 
years most of the unfair methods have been employed by small firms 
against one another or against the large firms, rather than by monopolies 
against small competitors. 

The more recent lists of unfair competitive practices cited by the Com- 
mission include such items as (1) sales of rebuilt articles as new, 

(2) harassing competitors by requests for catalogues and estimates, 

(3) giving and offering to give premiums of unequal value, the particular 
premiums received to be determined by lot or chance, (4) advertising 
articles for sale at “slashed prices” while in reality usual prices are 
charged, (5) false claims of “no extra charge for creit,” and (6) adver- 
tising articles for sale “Direct from Factory to You,” when in fact the 
seller obtained his supplies from any source available and owned no 
factory whatsoever. These are, of course, but a few of hundreds of such 
practices. The Commission is also active in preventing the use of unfair 
practices of the types that used to be popular with the old trusts. 

While much of the work of the Conunission has had to do with matters 
which are not essentially monopoly practices, too much fimpbasis on this 
point might make us underestimate the preventive influence it has ex- 
erted. No one knows how bad monopoly conditions might have become 
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prevail so long as business firms in an indusby were not permitted to 
cooperate with respect to industrial capacity, output, and prices, with- 
out being subject to prosecution under the anti-trust laws. Moreover, it 
was claimed that unfair methods had not been eliminated and that, under 
the influence of the depression, they had become more intolerable than 
ever. 

These complaints led to the passage, in 1933, of the National Industrial 
Recovery Act, which authorized trade associations or other organizations 
of business men to draw up “codes of fair competition” for their respec- 
tive industries and submit them to the government authorities for ap- 
proval. These codes, after being examined at hearings attended by repre- 
sentatives of labor and consumers, as well as government officials, were 
submitted to the President and, if approved by him, thereupon consti- 
tuted the laws of business conduct for the respective industries. The codes 
afiEected all firms in an industry regardless of whether they had or had 
not been parties to their formation. 

Not only were the codes expected to enforce fair practices in the in- 
dustries, but it was understood, also, that business firms would not be 
prosecuted under the anti-trust laws for activities which were approved 
under the codes. In retimi for these concessions to business men, the 
latter were required to make die codes acceptable to the government 
with respect to child labor, collective bargaining for employees, and 
maximum hours and minimum wages for their workers. 

The general success, or lack of success, of the N.R.A. need not con- 
cern us here. For the present, it is sufficient to note that the codes of fair 
competition were rushed through and approved very hastily so that 
many contained provisions which encouraged the further development 
of monopoly conditions, under the suspension of the anti-trust laws. 
Of the first 677 codes, 560 contained some provision for controlling prices, 
directly or indirectly; 361 set up standard cost systems; 403 forbade 
sales below “cost” ; 352 prohibited members from selling at prices below 
their individual costs; and 51 attempted to prevent sales at prices below 
some average costs of the whole industry. Ninety-one codes provided 
in some way for the restriction of output, by limiting the size of in- 
ventories, by forbidding increases in productive capacity without special 
permission, by limiting hours of operation, or by setting up fixed quotas 
of production or sale. Finally, some codes provided for sharing markets 
by prohibiting freight allowances (to keep sellers from selling in distant 
markets by absorbing freight), by forbidding firms to sell outside their 
regular market areas at prices lower than those charged at home, or by 
forbidding firms from selling in other zones at prices lower than .those 
charged by firms in the other zones.®^ "Since the code system practically 
compelled the producers in an industry to combine, it is not surprising 
Temporary National Economic Committee, Monograph No. 21, pp. 260-26S. 
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goods may be controlled by the manufacturer all the way down the lino 
until they finally reach the ultimate consumer. 

The effect of the Act is, virtually to eliminate price competition among 
the various sellers of a branded commodity. Virile the Act states spe- 
cifically that it does not intend to legalize price-fixing as between the 
various manufacturers of competing brands or articles, it may develop 
that the power to fix resale prices of their own goods will increase, rather 
than diminish, the tendency of “monopolistic competitors” to cooperate 
with respect to price policy. Hence, the ultimate effect of the Act may 
be to promote the development of trust conditions in industry. 

In addition to the “fair trade laws,” which are the state counterparts 
of the Miller-Tydings Act, 27' states have “unfair practices acts.” In gen- 
eral, these measures prohibit wholesalers and retailers from selling goods 
at prices lower than invoice or replacement cost, whichever is lower, 
plus a minimum mark-up. The amount of the mark-up is determined in 
various ways under the different laws, but is supposed to bear some re- 
lationship to the seller s cost of doing business. 

Recent Enforcement of the Anti-trust Laws.— Except for the brief pe- 
riod of the N.R.A., there has been in recent years a continuous attempt to 
enforce anti-trust legislation. A survey of the last twenty years shows that 
court decisions have been handed down against the firms participating 
in 20 price-fixing agreements, while suits have been instituted recently 
in a number of other cases. Hundreds of cases involving trade associations 
have been fought successfully by the government during this period, and 
there have been several cases involving basing-point systems and patent 
pools. Among the important suits were those brought against the Alu- 
minum Company of America, the Bausch and Lomb Optical Company, 
the International Business Machines Corporation and Remington-Rand, 
Inc., the American Medical Association, the three leading companies 
producing automobiles (in connection with installment financing), and 
five important producers of motion picture films. 

Considerations of space make it impossible to analyze, these individual 
cases. In some instances the government has been unsuccessful in its 
anti-trust prosecutions, but it has fought others to a favorable decision 
in the courts. The government and the accused companies have some- 
times agreed upon “consent decrees.” In such cases, the companies prom- 
ise to “cease and desist” from the coercive or monopolistic practices of 
which the government complains, and the government in return with- 
holds prosecution of the suits. 

A Final Estimate of the Anti-trust Laws.— In spite of whatever accom- 
plishments may be credited to the anti-trust laws of the United States, 
it must be said that, in general, the government’s policy of demolishing 
monopolies, and thus enforcing competition in industry, has not been 
notably effective. The criminal penalties of the Sherman Act have 
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business firms by the federal government, rather than by the states, or 
the licensing by the Federal Trade Commission of firms to engage in inter- 
state commerce. By these methods, they would expect monopolies to be 
eliminated and competition restored; for the government would refuse 
incorporation or licenses to monopolistic firms. 

President Roosevelt, in a message to Congress in 1938, recommended 
fiuther measures along the lines of breaking up monopolies and enforcing 
competition. He proposed to facilitate convictions under the anti-trust 
laws by interpreting identical bids on contracts, uniform price increases, 
price leadership, artificial pricing systems, and other price rigidities as 
prima facie evidence of violation of anti-trust laws. Other proposals in- 
clude the following: To give the Federal Trade Commission and the 
Department of Justice increased powers of investigation; to provide more 
stringent regulations for preventing mergers and consolidations when not 
clearly in the public interest, and for breaking up interlocking directorates 
and like devices; to authorize courts to require the suspension, without 
pay, of corporate officials responsible for anti-trust law violations; to look 
into the investments of insurance companies, with particular reference 
to their use as an instrument of economic power; to prevent the setting 
up of additional bank holding companies, and to require the dissolution 
over a period of time of those which now exist; to change the patent laws 
to prevent their use in suppressing inventions and fostering monopolies; 
and to provide further regulation of the activities of trade associations. 

The Work of the Temporary National Economic Conraiittee.— Acting 
upon another recommendation of President Roosevelt, Congress set up 
the Temporary National Economic Committee in June, 1938, to investi- 
gate the concentration of economic power in the United States. The 
Committee consisted of 12 members— 3 each from the Senate and House 
of Representatives, and one each from the Departments of Justice, Treas- 
ury, Labor, Commerce, the Securities and Exchange Commission, and 
the Federal Trade Commission. The Committee held hearings from 
December 1, 1938, to April 26, 1940, received the testimony of 655 wit- 
nesses concerning the operation of 95 industries, and published 31 voh 
umes of hearings totaling 17,000 pages. The Committee has also published 
a series of 44 monographs on various phases of the general problem of 
the concentration of economic power. 

The recommendations contained in tire final statement of the Chairman 
of the Committee, Senator Joseph C. O’Mahoney, were in the traditional 
vein of enforcing competition. The proposals included: “(1) National 
charters for national corporations, in order that these agencies may have 
a definite and free place in our economy, and local businesses .may be 
differentiated and protected from national businesses; (2) the effective 
and thorough enforcement of the anti-trust laws, to m aintain competition 
and to prevent all combinations and agreements that destroy business; 
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(3) the encouragement of new business and small enteipiise, by ie\Tsion 
of the tax laws for the purpose of encouraging new emploMnent and 
new industi}'; and (4) a national conference called by Ckjngress. of the 
^arious organizations representative of business, labor, agriculture, and 
consumers, which have for years been working on diverse phases of this 
central problem, might concentrate public thought and action on the 
objecth'es on which there is general agreement instead of, as now, on 
the objectives concerning which there is only misunderstanding, suspi- 
dorr, and disagreement” — 

The Hecogrrrtion and Control of Monopolies.— In dew of our unsatisfac- 
toiy experience with the Sherman Anti-Trust Act, it is difficult to feel 
great enthusiasm for these or other proposals to bolster up the traditional 
policy of “trust-busting and enforced competition. An alternative pohej’ 
is the recognition and control of monopolies. The goveirunent might, for 
example, armounce that no further attempts will be made to prevent the 
growfli of monopolies by fair methods, or to limit Ae extent to which one 
firm or combination of firms may control the afEairs of an industi}’. It 
would be made dear, howe\'er, diat the go\‘ermnent will continue, 
through the work of the Federal Trade Commission, to discourage the 
fonnation of monopolies by unfair methods, and the use of such methods 
by monopolies already establishecL The monopolies would thus be put 
strictly on their good behador. If thej’’ operated in waj-s incompatible 
■with the public welfare, th^' would be emrbed by the Federal Trade 
Commission. The Commission, in other words, would be given pmvers 
similar to those exercised by the Interstate Commerce Commission in 
its regulation of the railroads. 

This would mean that, if the public welfere required it, consolidation 
could take placs only with the Commissions consent, and the Commis- 
sion would control the issuanc:e of securities by monopolistic firms. It 
would have jurisdic^on over extensions or restrictions of service or out- 
put by the monopolies. Finally, it wendd have the power, if necessai}', 
to control die prices charged by monopolistic firms for dieir products, and 
■flie "wages paid to and hours of work required of their workers, in order 
to pre^-ent the exploitaticm of either consumers or emplo}'ees. 

But it must not be supposed that there are no objections to a plan of 
this land. It is doubtful tha t ft would be (^institutional for the federal 
government to assume such extensive control over monopolistic indus- 
tries, under its power to regulate interstate cximmerce. The control of 
prices bv government or commission is very difficult, and might easily 
spread to fidds which, were not considered in die original plan of c»n- 
troL How could the Commisdon regulate the prices of monopolized 
products effectively without regulating also the prices of products which 

— XeBQporsiy Xstimsl Economic Committse, Fi.’sci StdeiJicnt oj Sa^sioT Josiph C. 
(fJddiumeg, pp. 10 - 16 . 
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might be substituted for those of the monopolistic concerns? Could wages 
and hours be controlled for monopolistic firms without regard to the 
wages and hours of other firms and industries? Would it not be necessary 
to set the prices paid by monopolistic firms for raw materials also, and 
thus to control the prices of these materials in general? As we have noted, 
the Interstate Commerce Commission found it difficult to control rates, 
fares, and other matters for the railroads without having similar powers 
over motor and water carriers. 

There would be many other problems to solve. How would the Com- 
mission determine die prices to be charged for monopolized products? 
Presumably it would want to set such prices as would permit the monopo- 
listic firms to earn a fair rate of return upon a fair valuation of their 
productive properties; but we have seen the difficulties involved in such 
a principle in connection with railroads and public utilities. Should a 
fair valuation be based upon the original cost of productive properties, 
upon their reproduction cost, or upon die capitalizadon of die firm? Once 
valuations are made, what is a fair rate of return? Should the rate 
vary from industry to industry? Would not any prices which might be 
set bring much larger earnings to some firms than to others? 

Finally, we must ask whether the result of this plan would be con- 
trol over monopolies by the Commission or control over the Commission 
by monopolies. It has been* alleged in many states that commissions set 
up for the control of public utilities have in fact been controlled by 
these utilities. The Interstate Commerce Commission has not come under 
the thumb of the railroads, and the Federal Trade Commission has been 
quite independent of business control dius far, but the monopoly prob- 
lem as a whole is much larger and more difficult to handle than those 
with which these Commissions now have to cope. The picture (pre- 
sented earlier in the chapter) of the great concentration of economic 
power in the hands of dominant business, industrial, and financial firms, 
and the cooperation of these firms for national economic control, suggests 
the difficulty which the Federal Trade Commission would face in dealing 
with the problem of monopoly. 

Government Ownership and Operation.— If recognition and control of 
monopolies through a governmental commission should prove unsatisfac- 
tory, it might be necessary, as a last resort, to turn to government owner- 
ship and operation of monopolistic industries. Of course, tliere are those 
who contend that we should not hold this policy in reserve, but should 
adopt it at once. They feel that monopolies can never be controlled ef- 
fectively so long as they remain in private hands, and that government 
ownership and operation of the industries are essential for the protection 
of consumers, workers, investors, and producers of the raw materials used 
by monopolies. They hold that the government could run the industries 
more efficiently than the monopolies, that the industries would be op- 
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erated with the public welfare instead of maximum private profits as the 
goal, and that the government could use new dewces and methods freelv 
in the industries instead of preventing their use as monopolies have done 
upon occasion. Finally, it is held that the present nefarious actiwties of 
the monopolies in controlling the government and obtaining special 
tarifiF favors and other concessions would be eliminated. 

However, the opponents of government o\vnership are equally voluble 
and sincere. They believe that there is no middle ground between a cap- 
italistic economic system and a completely socialized state, and that the 
government ownership and operation of some industries, while others 
are left in private hands, could lead to only one final result— the controt 
of all economic activity by the state. They suggest that, while the govern- 
ment operation of some industries might be efficient, there is htde in 
past experience wnth government operation, either here or abroad, to 
indicate that efficiency is likely to prevail under state controL 

The aim of the government in owning and operating the monopolized 
industries might be loftier than that which i^uences tiieir operation 
now, but a high aim cannot make up for unsatisfactory results. The critics 
hold that experience tends to show that the government would be even 
less progressive than the monopolies in operating tire industries, and that 
the evils of political control by monopolies at present are nothing in 
cohiparison with the e^'^Is w'hich w'ould result from subjecting these in- 
dustries to political control entirely. To these contentions may be added 
the suggestion that the government ownership and operation of monopo- 
listic industries would be a more difficult problem than tire oft-proposed 
nationalization of the railroads, since the monopolistic industries are 
many and varied in their conditions ?.nd problems. 

A consideration of the major arguments for and against the government 
ownership and operation of monopolistic industries emphasizes the dif- 
ficulty of reaching a valid decision on the subject. We need not con- 
clude, however, that the difficulties involved are necessarily insuperable. 
If certain industries will apparently be monopolized in any event, it may 
be the part of wisdom to have the monopoly po\vers exercised by the 
government wnth the public welfare at heart rather than by private busi- 
ness men motiiated by their own interests. Certainly it is absurd to 
argue, as has sometimes been done, that the interests of private business 
men and those of sodetj' are always identical. For tire present, hoivever, 
the obstacles to government oivnership and operation are sufficiently 
numerous and serious to lead us to favor a thorough trial of the recogni- 
tion and control of monopoly, as previously outlined, before defimtely 
committing ourselves to the more extreme plan of government ownership 
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1. Distinguish between business combinations and monopolies. What is the 
significance of this distinction? Explain. 

2. Explain die principal characteristics of the pool and the trust as types of 
monopoly organization. 

3. How important were monopoly organizations in the United States as of 
1904? 

4. What are some examples of complete or almost complete monopoly control 
in American industry at the present time? 

5. “The dominant concerns in many American industries are either holding 
companies or mergers.” Explain. 

6. Show how monopoly conditions may exist in an industry even though 
there is no one firm or formal combination of firms wlrich controls all o» 
almost all of the industry s productive capacity. 

7. What is the importance or price leader^ip, basing-point systems, patent 
pools, and market-sharing in connection witli modem monopolies? Explain 

8. “The operation of trade associations may or may not result in monopoly 
conditions.” Explain. 

9. When monopolies are highly successful, is the reason usually found in 
tlie fact that they are able to achieve greater efiBciency in production than 
other business units? Explain. 

10. What have been the usual effects of monopoly control on the prices of the 
products sold by the industries in question? 

11. How have monopolies employed unfair competitive tactics in acquiring 
and maintaining control over certain industries? Explain. 

12. On what grounds may monopolies be charged with contributing to busi- 
ness instability? 

13. Indicate the extent to which corporate wealth, income, security owner- 
ship, and savings are concentrated in the United States today. 

14. Is there any evidence that large industrial and financial concerns cooperate 
for purposes of economic control? Explain. 

15. Why is it sometimes charged that large industrial and financial concerns 
attempt to control the government and the press? 

16. How did the Sherman Act of 1890 attempt to deal with the monopoly 
problem, and with what success? Explain! 

17. Explain the meaning of the “rule of reason” and its importance in con- 
nection with the enforcement of the Sherman Act. 

18. What were the principal provisions of the Clayton Act of 1914? How was 
this Act related to the Sherman Act? 

19. Describe the chief powers given to the Federal Trade Commission by 
legislation passed in 1914. Has the Commission been able to exercise diese 
powers effectively? Explain. 

20. What was the status of the anti-trust laws under the N.R.A.? 

21. What was the effect of the N.R.A. on the monopoly problem in the 
United States? Why? 

22. Show how laws, such as the Robinson-Fatman and Miller-Tydings Acts, 
have had a bearing on the monopoly problem in recent years. 

23. Has the government’s program for dealing with the monopoly problem 
been successful, on the whole, up to the present time? Explain. 

24. Should the federal government continue in the future its traditional 
policy of “trust-busting” and enforced competition? Explain. 

25. Discuss some recent proposals for making the federal government’s present 
monopoly policy more effective. 



CHAPTER 50 


SOCIALISM .AND COMMUNISM 


Maot people feel that it is useless to attempt, as we haVe done, to deal 
with economic maladjustments, such as the problems of banking, agricul- 
ture, and transportjation, as separate and distinct matters susceptible of 
solution without reference to other problems. To these people it appears 
that such problems are^ merely symptoms which indicate that our com- 
petitive, capitalistic economic system is already, or is rapidly becoming, 
unvvorkable. If this is true, the attempt to treat these symptoms individ- 
ually is doomed to failure. Those who hold this view, whom we call col- 
lectivists, believe that our traditional economic system should be 
abandoned and a new type of system substituted for it. Since, as we 
saw in Chapter 17, a system of national economic planning could scarcely 
be successful in the absence of important changes in the nature of our 
economic and political system, we shall examine in some detail the prin- 
ciples, and the outstanding points of strength and weakness, of two of 
the principal types of collectivism. 

CoixEcnvisM IN General. 

Thte Characteristics of Collectivism.— Before considering socialism and 
communism as specific types of collectivism, we may list the character- 
istics which seem to be common to all types of collectivism. They are, 
according to one writer: “First, a condemnation of the existing political 
and social order as unjust; second, an advocacy of a new order consistent 
with moral values; third, a belief that' this ideal is .realizable; fourth, a 
conviction that the immorality of the established order is traceable not 
to a fixed world order or to the unchanging nature of man but to corrupt 
institutions; fifth, a program of action leading to the ideal through a' 
fundamental remolding of human nature, or of institutions, or both; and, 
sixth, a reyolutionary will to carry out this program.” ^ 

The Condemnation of Capitalism— Distribution.— In their indictment of 
our present economic system, the supporters of collectivism achieve a 
high degree of accord. To them, one of the most objectionable features 

^ Oscar Jaszi, in Encyclopedia of the Social Sciences, New York, The Macmillan 
Company, 1935, vol. 14, p. 188. 
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of the present system is the existing inequality in the distribution of 
wealth and income. We have commented, in earlier chapters, upon the 
evils which result from economic inequality. It leads to the misdirection 
of production by consumers, and prevents the maximization of want- 
- satisfaction from the goods which our system produces. It leads to in- 
equality before the law, and inequality in influencing legislation and in 
political activities generally. It may also be an important factor con- 
tributing to business depressions. The collectivists are quite dismayed by 
the misery, suffering, vice, and crime which exist in the low-income 
groups, and by the luxury, waste, and extravagance indulged in by those 
■ with huge incomes. They object not merely to the extent and effects' of 
inequality, but also to tlie way in which the inequality in income distri- 
bution comes about. They bemoan the fact that most people under our 
economic system must work long and hard for a miserable pittance, while 
a comparatively- few favored individuals, through their ownership of 
land and capital, enjoy handsome incomes, often \wthout lifting a hand 
in work of any land. They condemn private property in land and capital, 
and believe that incomes should be paid solely on the basis of personal 
services rendered in production. 

. The Ineffectiveness of Production.— Quite apart from their attacks upon 
present-day distribution, the collectivists have much to say about the 
wastefulness and ineffectiveness of capitalistic production. It is charged 
that there is much waste through competitive duplication of productive 
facilities and human labor. Collectivists delight in describing, as examples 
of -this waste, competing gasoline service stations which often occupy 
three, and sometimes all four, comers 'of busy intersections, although they 
sell products which are highly similar; and the half-dozen milk wagons 
of (Afferent companies which patrol a given city street, each serving a 
few consumers wth dmry products which are substantially the same. 
Considerable waste of human and material resources also results from 
competitive advertising and salesmanship, which often lead merely to the 
transfer of customers from one competing company to another without 
serving any genuinely useful social purpose. Operating under the in- 
fluence of self-interest and freedom of enterprise, business men, in select- 
ing a 'line of production, are much more likely to consider the possibility 
of profits for themselves than the welfare of society. Hence, as the col- 
' lectivists point out, productive resources are wasted in turning out trivial, 
useless, or even harmful products, while important human wants are left 
unsatisfied. 

The Breakdo^vns of Capitalism.— Not only is the capitalistic economic 
system said to be wasteful and inefiBcient when it operates, but it is sub- 
ject to periodic breakdowns, commonly calle’d depressions, wth economic 
activity at low ebb, though human wants are far from being satisfied. 
Although some of the conditions leading to depressions might be cor- 
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reeled without destroying the system, the collectivists feel, that these de- 
pressions can never be completely eliminated under capitalism, for they 
hold that depressions are inlierent in the very nature of a capitalistic sys- 
tem. Economic activity under capitalism is said to be chaotic and plan- 
less. The individual is left relatively free to produce what he chooses, 
when he chooses, and as much as he chooses, without reference to what 
other producers are doing or the public.need for the product. With hun- 
dreds or’ thousands of producers operating in this fashion in an industry, 
there is little chance that exactly the proper amount of a good will be 
turned out year after year, or that the output of one industry Will be prop- 
erly adjusted to tirat of others. Periodic maladjustments and breakdowns 
appear to be unavoidable in such a system. 

Moreover, the collectivists commonly hold tliat in a capitalistic system 
there is bound to be conflict between individual and social interests. It is 
to the interest ,of society to have every economic good produced in abun- 
dance until consumers’ desires for the good are completely satisfled; but 
it is often to the interest of producers to restrict production, raise prices, 
and even to ’ gain monopoly controWor tlie purpose of increasing profits. 
. Profit for society can result only from abundance, but profit for given pro- 
ducers comes often from scarcity and high prices; for, if a producer can 
make his product relatively scarce, he can often command more of other 
products in exchange than he could secure by maximizing his own output. 
Thus, in a capitalistic system, the interests of society may suffer. 

This conflict between individual and social interests manifests itself 
especially clearly after a long period of prosperity, marked by increasing 
production and rising prices. As the period of prosperity continues, some 
enterprisers appreciate the fact that it will be impossible to keep on pro- 
ducing increasingly larger quantities of goods and selling them at stead- 
ily rising prices. Hence, they begin to retrench in anticipation of a period 
of poor business. They lay off some workers, or put them on part time, and 
cut down their purchases of materials and supplies. Thus they reduce the 
purchasing power of laborers, farmers, and others, and the business of 
enterprisers in general falls off. They, in turn, react by further restriction 
of production and discharge of workers, and finally the business depres- 
sion arrives in earnest. It should be noted that it is not to society’s interest 
to have production restricted at such times. Consumers’ wants for various 
kinds of economic goods have not declined. Society as a whole wants and 
needs to have production continued, or even increased, but private enter- 
prisers, owning land and capital and faced with the' actual or prospective 
disappearance of their profits, follow their own self-interest and retrench. 
In trying to protect their own interests, enterprisers may in this way do 
society a very ill turn. The collectivists contend that if society owned the 
land and capital and if business men worked for society for wages instead 
of- profit, the situation would be vastly improved. 
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work and because in a capitalistic system there is always a reserve of un- 
used laborers waiting to take the places of those already employed.. In 
this exploitation of the workers and appropriation of surplus value by the 
capitalists lies the cause of the class struggle. 

The Concentration of Capital and Expropriation of the Capitalists.— 
According to Marx, the Airst of the capitalists for gain is so great that 
they seize every possible opportunity to increase the -amount of the sur- 
plus value. This leads to increasing misery and suffering among the work- 
ers and to. the formation of an ever larger labor reserve. Moreover, it 
brings about an increasing concentration. of capital in the hands of a few 
individuals; for the large enterprisers are more efficient than the small 
ones, and force the latter out of business, taking over their land and 
capital. As this process goes on, society will become more and more the 
victim of commercial crises or depressions until finally will come tliat last 
crisis in which the proletariat will rise up, dethrone the capitalists, and 
operate the material means of production in their own interests. Even- 
tually will come a classless order in which all workers will share the in- 
come of society and the state will dwindle away— for Marx regarded the 
bourgeois state as an instrument for protecting the owning class in its 
favored position. 

Criticisms of the Marxian Theories.— Marx wrote three large volumes to 
elucidate and elaborate his theories, and many books of criticism of his 
theories have appeared since his time. However, we shall be able here 
merely to suggest why his theories have been very largely discredited. 
First of all, the idea that all of mans activities can be explained in terms 
of his economic activities and institutions is based upon an overemphasis 
of the economic aspects of life. History must certainly take economic mat- 
ters into account, but there are many human actions which cannot be 
explained wholly on economic grounds. As for the class struggle, it is ob- 
vious that there are differences between capital and labor and that their 
relations might be loosely termed a struggle. However, this struggle is 
not the only, or necessarily the most important, feature of the capitalistic 
system. Marx, thinking of the proletariat as an ideal theoretical class, at- 
tributed to the workers a unity of piupose and action which they do not 
possess. Workers have varied interests, many .of which are not' economic 
in character. Moreover, there is little reason to suppose that workers al- 
ways act in accordance with their economic interests, to the exclusion of 
interests df other lands. It must also be. remembered that there are eco- 
nomic differences between different classes of labor, and these differences 
in degree may sometimes be quite as important as the difference in kind 
that exists between c'apitalists and laborers. 

The Marxian theory' of value has also been sharply and successfully 
attacked. According, to Marx, the only element common, to things whidi 
have exchange value is the labor contained in them. This contention led 
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him to say that articles of wealth which have not bfeen produced by hu- 
man labor have use value, but not exchange value. However, as we know, 
natural- resources which are in no sense the product of human labor, have 
exchange value just as truly as have the economic goods .produced by 
human labor. Marx never demonstrated that the value of a commodity 
depends upon the amount of labor contained in it. He merely attempted 
to show that there could be no other element common to different com- 
modities— and this is by no means the same thing. Marx also overlooked 
the element of utility in connection with exchange value. His analysis of 
value was incomplete in tliat it approached the question of value entirely 
from the side of supply. For it should be clear that utility is an element 
common to all goods which have exchange value, and an element which 
plays an important r 61 e in the actual pricing of commodities in our eco- 
nomic system. 

The theory of siuq)lus value, also, has fared badly since Manx’s" time. 
In explaining surplus value, Marx divided capital into two parts. He said 
that constant capital (which we would today call fixed capital) consists 
of such things as machinery and buildings, and is not a source of gain to 
the capitalist, since this capital merely reproduces itself in the value of the 
things produced. He regarded variable capital, used to pay wages, as the 
source of the surplus value and the gain of the capitalists. But if, as Marx 
thought, all gain to the capitalists comes from variable capital and not 
from constant capital, it is difiicult to understand why capitalists should 
introduce machinery into their industries or make use of increasing 
amounts of fixed capital. For the greater the quantity of fixed capital 
goods used, the less would be the gains in the form of furtlier surplus 
value. Tlie rate of gain to capitalists would be highest in industries using 
much labor and little fixed capital, and lowest in industries using little 
labor and much capital; and yet Marx's prediction of revolution was based 
upon the growth of a great army of unemployed labor, which supposedly 
was to result from an increasing use of labor-saving machinery. 

In describing the return received by the capitalists as a surplus value 
filched from the laborers, Marx overlooked the element of time and the 
important function of waiting performed by those who save and tlius 
make possible the formation of capital. He also largely disregarded the 
important administrative and managerial functions which are often per- 
formed by capitalists. Finally, he failed to explain why the capitalists, 
under competition— since tliey were making a large gain from eadi worker 
used— did not bid against one another in the attempt to hire more of these 
profitable laborers, until they reached the point at which the contribu- 
tion of the marginal worker to production equaled, and only just equaled, 
the wages which had to be paid to get his services. 

It would seem tliat Marx was only a fairly good prophet, if we may 
judge by subsequent events. The population has not become divided into 
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two distinct classes, bourgeoisie and proletariat. Instead, a large middle 
class has continued to exist, and there are surveys which show that most 
individuals, whetlier relatively well-to-do or poor, consider themselves 
' members of the middle class. Under tlie development of die corporation 
and industrial combinations, there has been a considerable concentration 
of capital, but die concentration of control over capital has been more 
pronounced than that concentration of ownership which was so prominent 
in the Marxian analysis. 

The lot of the workers has not been one of increasing degradadon, 
misery, and squalor, in an absolute sense, "since Marx’s time. It is ttue, 
of course, that for some years following die Industrial Revolution the 
trend in the condition of die working class seemed to be in that direc- 
tion; but labor organization and governmental intervention in the form 
of labor legislation and social insurance— measures in which Marx had no 
faith— have helped to reverse this trend. However, it is possible to argue 
tiiat workers have become relatively worse off, and diat die disparity be- 
tween ridi and poor has increased since Marx’s time.’ For some years we 
have had a reserve of idle labor and this reserve has been large in times 
of severe depression, but it has hardly readied the proportions predicted 
by Marx. 

Business depressions have probably increased in severity, in the abso- 
lute sense, as our economic system has become more extensive, and more 
complex, but it is not clear that they have become relatively more severe. 
Finally, the time when all material means of production will be owned by 
a few, and the militant masses of the' population (die proletariat) will 
rise up in their might and destroy these few capitalists; does not indeed 
appear to be imminent.® 

The Euements' of Socialism and Communism 

Having described briefly the indictment which collectivists bring 
against the capitalistic system and their basis for hoping that it will be 
replaced by a different type of economic order, we now turn to a con- 
sideration of the characteristic features of socialism and communism. 
The terms “socialism” and “socialistid,” like the word “inflation,” are very 
loosely used in everyday conversation. Some people regard as socialistic 
every extension of governmental functions, even though the nevv functions 
are calculated to uphold and strengthen the existing order and thus lessen 
the probability of the adoption of a different type of system. Some, in- 
deed, are inclined to view as socialistic any governmental activity, old or 
new, which apparently does not serve their own particular interests, and 

®For a brief but searching analysis and criticism of the doctrines of Karl Marx, 
tlie student may weU read Alexander Gray, The Development of Economic Doctrine, 
New York, Longmans, Green & Company, 1931, pp. 293-329. This work has been 
helpful in the preparation of this brief summary of the theories of Marx. 
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■ For theso and other reasons, -it seems that socialism, if it is to come, 
should await the time when a suflScient number of citizens appreciate 
its merits so that it can be voted into existence. But, in any event, if the 
land and capital are to be acquired by society, there will remain the ques- 
tion of whether confiscation or purchase is the better method of pro- 
cedmre. In general, purchase appears to be sounder than confiscation. Of 
course, the compensation of present owners would perpetuate, for a time, 
the great inequalities in wealth and ineome to which socialists object so 
strenuously. However, since tlie lump sums or annuities which might be 
granted to the present owners would not be transferable to their heirs, 
this problem would be a temporary one. 

The Collective Management of Land and Capital.— Opinions • differ, 
also, as to the best way to manage tlie socially owned industi-ies. Some 
collectivists think that the central government should assume direct re- 
sponsibility for the management and operation of all of tlie socialized 
industries. Others hold that management should be vested in trade unions, 
syndicates, or even in modern replicas of tlie medieval guilds. Iii any 
case, the central government would have to supervise in general die op- 
eration of the entire economic system, for there are some functions which 
could hardly be performed by any agency other than die central govern- 
ment. • 

Such duties would probably be perfonned by a governmental corhmis- 
sion, or commissions. It would be necessary for die central agency to col- 
lect and study a great mass of statistical information relating to natural 
resources and other factors of production, to the wants of consumers for 
different kinds of economic goods, and to die extent to which these wants 
are currently being satisfied. This agency would have to make decisions, 
based upon the expressed will of the people, as to which industries should 
continue to operate and which, if any, should pass out of existence. It 
would have to decide how much of each industry’s product should be 
made in each period, and coordinate the production of die different in- 
dustries of the country so that the national income as a whole would meet 
the needs of this socialized people. 

The Distribution of Income.— An important problem under socialism 
or communism, as under capitalism, would be the distribution of die na- 
tional income. Should economic goods be distributed directiy among the 
citizens or should the members of society be given money incomes witii 
which to buy such goods as are available? The communists believe in die 
. collective ownership of consumers’ goods, as well as capital and land, and 
would have these goods distributed directly among the people. Socialists, 
on the other hand, are more kindly disposed toward Ae use* of money 
and the exercise of choice on the part of consumers. 

Once the method of distribution has been decided, it becomes neces- 
sary to formulate a principle of distribution. Shall the national income 
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erably liigher Rian at die present time; for every worker would have in- 
cluded in his wage his share of social rent and interest, in addition to the 
payment made- for his labor. 

Saving and Capital Formation.-While socialism or communism would 
eliminate most competition, as we now know .it, and would greatly limit 
the institution of private property, wc must not assume that either form 
of collectivism would turn its back upon all features of a modem capitalis- 
tic economic system. Production would doubtless continue to be round- 
about, large scale, and specialized in character, and would require large 
and increasing amounts of capital. Since collectivists frown on the receipt 
of interest by private individuals, tlie question may be asked as to how 
the necessary capital would be provided. 

Capital formation, it will be recalled, depends upon saving. Under our 
present system, certain individuals must refrain from consuming to some 
extent, and must, in effect, elect to buy capital goods instead of consum- 
ers’ goods with a part of tlreir money incomes, if capital formation is to 
take place. In otlier words, in any society, the cost of obtaining capital 
goods, v/hich wll help to create a more abundant life in the future, is 
found in tlie necessity of getting along witli a smaller quantity of con- 
sumable products at present tlian could have been obtained if die crea- 
tion of capital goods had not been undertaken. In a collccthistic society, 
decisions as to how much to save would not be left, as at present, to pri- 
vate individuals motivated by the prospects of interest. Instead, the cen- 
tral authority would decide how much should be saved, and would cany 
out its decision by directing die use of a certain part of society’s land and 
capital into the production of capital goods radier dian consumers’ goods. 
In this.way, all the people would help to bear the cost of providing capi- 
tal goods by having to put up witii smaller real incomes currendy dian 
they would otherwise have received; and later on, when society’s produc- 
tivity had been enhanced by the use of this capital, presumably all 
would share in the greater national income. 

Money and the Price System.— Anodier pertinent question has to do 
with the extent to which a socialistic or communistic economic system 
would make use of money and the price system. Under communism it 
may be -assumed that money and prices would not be used. Consumers’ 
goods, when produced, would belong to society, as well as land and capi- 
tal, and the consumers' goods would be distributed directly among the 
people in some arbitrary fashion, so that money and prices would not be 
needed. Labor would have to be directed arbitrarily into the proper oc- 
cupations, unless we may assume that the better nature of men would 
cause them, under communism, to select the occupations in which they 
would be most useful to society. Similarly, society as a whole, through its 
representatives directing the system, would have to decide what goods 
should be produced} and in what quantities. 

While sbme socialists have favored the use of labor certificates or sim- 
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Am substitutes for money, most socialists are at present resigned to the 
use of money and to some dependence upon prices. For one thing, prices 
would probably be used under socialism to direct the labor supply into 
the desired occupations. Land and capital, being owned by society, could 
be arbitrarily distributed among different industries and occupations 
without any great harm being done. The labor supply, however, is made 
up of h uman beings who have home ties and offier associations which 
would make it undesirable for the central authority to shunt them from 
one occupation to another and from one part of the country to anotlier 
in an arbitrary fashion. Consequently, socialism would probably rely 
upon differential wages, as far as possible, to get labor to move from one 
industry to another and from one locality to anoffier in order to keep tlie 
labpr supply, distributed in accordance wth the changing needs of so- 
ciety. Thus, if more workers were needed in baking bread and fewer in 
producing motion pictures, the wages of bakers would be raised and 
those of motion picture workers lowered’, until workers had shifted from 
one occupation to the other in desired numbers, or at- least traine.d their 
children to become bakers rather than actors, directors, or cinematog- 
raphers. 

A socialistic system would probably also depend upon prices, to a con- 
siderable extent^ to get the .products of industry rationed among the peo- 
ple as consumers. The use of prices is probably the best way to allow 
consumers to choose what they will consume and to permit a variation in 
the composition of real income as between indiwduals. Since society 
would control both the total amount of money to be given to citizens 
and the prices at which products would sell, it should be quite possible 
to distribute the output of industry among the people while giving them 
considerable freedom of choice. The total amoimt of want satisfaction 
derived frpm the national income would probably be much greater, v-ith 
the use of prices and the exercise of freedom of choice, than it would be if 
goods were rationed directly to" the consiuners in certain fixed quantities. 

However, a socialistic system would rely less extensively than a capi- 
talistic system upon prices. We have already seen that socialism would 
not depend upon prices to govern the total amount of saving and invest- 
ment, or the distribution of land and capital goods among the several in- 
dustries. Moreover, it would not allow prices to determine what to pro- 
duce and in what quantities. The fundamental relationship now existing 
between prices and costs of production, under competitive conditions, 
would largely disappear .under socialism. Since land and capital would 
be owned by society, any charges made to industries for the use of these 
agents would be purely arbitrary. Wages would be determined by the 
central authority as would also the prices of finished products. Under 
these conditions, there would be no necessary relationship behveep prices 
and costs of production. 

Let us suppose, for example, that an article produced under socialism 
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did not, at a price equal to “cost of production,” sell in the quantity in 
which it was being produced. Under capitalism diis situation would be 
expected to lead eventually to a restriction of the productive capacity of 
tire industry and a consequent reduction of output. Under socialism the 
output might be maintained or even increased if the central autliority 
thought the commodity should be .widely consumed by the people. Any 
“loss” on this article could be covered by selling other, less essential 
goods at prices higher than their alleged cost of production. Similarly, 
die ability to charge a price higher than cost of production for an article 
provides, under capitalism, an incentive to increase productive capacity 
and output, but this would not be true under socialism. Capacity and out- 
put would be expanded only if this course of action appeared socially 
desirable for other reasons. Prices and costs under socialism would be 
used merely as bookkeeping devices to aid in planning production to 
meet the needs of tlie people, and in checking up on tlie decree of effi- 
ciency with which plans were carried out. They would be purely arbitrary 
amounts, as determined by the central authority. The price system, tlms 
administered by the peoples’ representatives, would be tlie servant of 
society and not its master. 

■Possible Accomplishments of Collectivism 

The Wastes of Competition.— Such are the features which would prob- 
ably characterize a collectivistic economic system. We must now attempt 
to see what gains the collectivists feel would be realized in the way of 
increasing human welfare, through the adoption of collectivism. In tlie 
first place, collectivists are convinced that a system of this kind would 
eliminate most of the wastes of competition. Since production would be 
socially controlled, there would be little danger of competitive duplica- 
tion of productive facilities and human efforts such as mark capitalistic 
economic systems. Every industry would be organized into productive 
units of the most efficient size, and no more units would be set up tlian 
were needed to turn out the socially desirable amount of goods. Adver- 
tising, if it existed at all, would be used to strictly educational and instruc- 
tive ends. With production organized for use and not for profit, there 
would be little danger that productive agents would be used to make 
trivial goods so long as important human wants remained unsatisfied, or 
that industries which produced useless or harmful goods would be tol- 
erated. Since production would be organized with the interests of society 
at heart, collectivists believe that human wants as a whole would. stand a 
much better chance of being completely satisfied under collectivism than 
under capitalism. 

Individual and Social Interests.— We have already said that in a cap- 
italistic.system, the interests of individual enterprisers often lead to the 
limitation of certain types of goods, while the best interests of society aS 
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sumers for its products were completely or veiy nearly satisfied. In odier 
words, the time would never come under collectivism, as it does under 
capitalism, when business uncertainties could cause managers to dis- 
charge workers or put them on part time, to reduce purchases of materials 
and supplies, and to take the other steps which today lead to the vicious 
downward spiral of depression. Business managers, under collectivism, 
would be working- for society, would not receive profits in any event, and 
would never reduce production unless instructed to do so. Thus, it is 
claimed, business depressions would under collectivism be only a bitter 
memory. 

The Employment of Labor.— It is contended tliat under collectivism 
there' would always be employment for all persons able to work, while 
generous provision would be made for those unfortunate individuals who 
were unable to contribute to production. In fact, all who were able to 
work would be required to do so in order to receive any income. Under 
capitalism, the ability of workers to find employment depends upon 
whetlier tliose persons who control land and capital can make a profit by 
using the workers. Under collectivism, with land and capital owned by 
society, workers could always be used with profit to society so long as 
human wants were not completely satisfied. The cost of putting laborers 
to work in a given line of production is, from the social point of view, only 
the necessity of providing them with land and capital which could oflier« 
wise be used to produce otlier goods. In short, tlic only costs would be 
opportunity costs, and tliere would be plenty of employment for labor as 
a whole. And if society ever managed to produce more than enough goods 
to satisfy the wants of consumers, it would reduce hours of work for all 
citizens and allow all to enjoy more leisure time. There would still be 
employment for all. 

Saving and Investment.— Finally, it is contended that tire twin processes 
of saving and investment would be much better coordinated under collec- 
tivism than under capitalism. Under the latter system, people often desire 
more funds for investment in industry than are currently being saved, so 
that the banks have to create extra purchasing power for investment pur- 
poses. At other times, savings -pile up in our financial institutions and can- 
not find profitable investment. Tliese evils, it is claimed, result from leav- 
ing these processes in the control of private individuals who react to 
price considerations. The processes not only are carried on wastefully, 
but they have important repercussions in connection with .business cycles. 
Under collectivism, saving and capital formation would mean merely tliat 
society would choose to direct a part of its productive resources into mak- 
ing capital goods rather than consumers’ gdods. Society would not be so 
silly as to deprive the people of consumers’ goods at a given time unless 
there were a real need for further supplies of capital goods; and, on the 
oth6r hand, society could always ivithhold from its citizens enough con- 
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The Control of Production.— Not all objections to collectivism can be 
disposed of in this summary fashion, however. There are many people 
who believe that it would not be possible, as a practical matter, for so- 
ciety to control all economic activity. They believe that no men are sufli- 
ciently intelligent and capable to look after the economic affairs of 130,- . 
000,000 people more efficiently than these millions can individually direct 
their o\\m affairs. Regardless of the statistical data that might be assem- 
bled and the number and character of the subsidiary organizations and 
agencies set up, a central planning commission would find the economic 
activities of this countr)' too great and too complex for effective central 
control. According to these critics, it would require superhuman wisdom 
to decide what goods should be produced, to coordinate the activities of 
different industries, to control the purchasing power of the countr)% to 
keep all able persons employed, to devise a fair principle for the distri- 
bution of income, and to balance properly the production of consumers’ 
goods and capital goods. They hold that governments have always proved 
inefiicient in operating industries, and that, if all economic activity were 
to be subjected to political control, the result would be chaos many-fold 
worse than the disorganization and inefficiency which collcctiwsts com- 
plain of under the present system. 

The collectivists naturally do not accept these objections ns sound. Tliicy 
admit, of course, that the change from capitalism to collectivism would 
not endow men wth superhuman wnsdom and infallible judgment. Many 
mistakes would undoubtedly be made in planning and canrj'ing out the 
economic activities of a collectivistic society. But they insist that the prob- 
able achievements of collectivism should be compared, not with the re- 
sults which would be realized under a perfectly functioning capitalistic 
order, but with capitalism as it has been and now is. Since some critics 
of our capitalistic order. contend that its efficiency in satisfying human 
wants is but little, if any, more than 50 per cent of what might be accom- 
plished in the existing state of the arts of production, collectivists feel 
that there would be some gain at least under their system. Such mistakes 
as might be made in planning the nation’s economic affairs would tend 
to be overcome as we gained experience in planning. At any rate, our 
people would probably be more tolerant of mistakes made in the attempt 
to serve die best interests of society as a whole than of those which ad- 
mittedly result under capitalism when individuals seek their own private 
interests. Given adequate information and well-developed subsidiary 
planning agencies in the many lines of economic activity, the collectivists • 
feel that national economic planning is distinctly feasible and well worth 
trying. However, despite these claims, we believe that the practical pos- 
siliility of social control over economic activity is still a debatable ques- 
tion. It is one which can be fully answered only by experience, and not 
in advance of the event. 
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The Selection of Leaders.— Another important question relates to the 
selection of leaders — those who are to fill positions 'on planning commis- 
sions and manage the great industrial units. Babies do not come into the 
world conveniently labeled “leaders” and “noq-leaders”; and the men 
who develop leadership under capitalism do not always show exceptional 
prowess or promise as youths and young men. Leaders imder capitalism 
are forged in the crucible of experience, and reach their exalted positions, 
as a rule, fairly late in life. Of the many who try to become great indus- 
trialists, only a few succeed. It is thus that we develop our leaders. Under 
collectivism, the selective influence of competition would be lacking. 
-How, then, could leaders be chosen? 

The collecti\’ists would probably answer that, in their sj'stem, it would 
not be a matter of discarding all of our present industrial leaders and 
developing new ones from the masses at once. If collectivism were peace- 
fully achieved, an effort would probably be made to leave those impor- 
tant executives and managers, who appear to merit their present po- 
sitions, in places of responsibility. It is felt by collectix-ists that much man- 
agerial ability goes to waste under capitalism because many persons who 
possess ability carmot get the training necessary to fit them for high po- 
sitions, or' because they lack the capital or connections to make them 
eligible for these posts. Under coUectiwsm, such training would be given 
to large numbers of people and it should be possible to select some per- 
sons who would eventually qualify for key positions in the economic 
order. 

Incentives Under Collectivism.— Probably the most important question 
raised in cormection -with collecti\Tsm is whether, under such a tystem, 
indixiduals would have an incentive to work hard and make full use of 
their talents and_ abilities. Under capitalism, evetyone has the incentive 
of personal gain to spur him on in developing his abilities to the utmost, 
and obtaining the highest position for which he can qualify— for large 
incomes and great wealth come to those who are conspicuously success- 
ful. ^^Tiile collecti\’ism, as we have seen; probably would not mean abso- 
lute equality in the distribution of income, it is certain that inequality 
would be largely eliminated and differences in income would be vety 
small as compared wth those of today. Moreover, the larger incomes 
under -collecti\'ism would at most mean merely higher standards of liv- 
ing. No one could pile up property' rights in land and capital to insure 
himself later a permanent income without working, or to found a family 
fortune. Of course, under capitalism, not all who seek great riches actually 
attain them, but it is commonly heli that the opportunity for economic 
advancement affords an incentive to alL ^^^lat would be the incentives 
imder collecti\’ism? 

The question w'ould be important and applicable to all grades of work- 
ers under collecti\’ism-^from the head planning commissioner down to 
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the lowliest worker. Of course, aU who had tlie ability to do so would be 
required to work for their incomes, but how would efficiency be achieved 
among the rank and file? Tlie man who just met tlie minimum require- 
ments of liis job would receive almost as much income, and have possibly 
as mudi leisure, as die one at the next machine who worked with great 
zeal. No one would hold any effective power of discharge over tlie ineffi- 
cient worker, as the employer does under capitalism, because society 
would be obligated to furnish employment for all who were able to work. 
Of course, negative incentives might be provided in the form of penalties 
for laxity, but it is questionable how effective or desirable tliey would be. 

What incentive would one have under collectivism to aspire to a high- 
position in an industrial unit, with all its worries and responsibilities, if 
the wage paid were only slightly higher tlian that paid to workers in the 
ranks? Wliat incentive would there be for a man in such position to be 
as efficient as possible, -Avlien he could not hope for profits, could not ac- 
cumulate land or capital, and could not in any event pass on accumulated 
wealth to his heirs? Opponents of collectivism urge that, in die absence 
of our customary economic incentives, economic efficiency would decline 
and the national income would fall until, no matter how fairly it was 
divided, there would be poverty, and not plenty, for all. They suggest, 
further, that a collectivistic society would be stagnant and unprogressive, 
since its members would not invent new machinery and devise improved 
methods of production, if they could not profit personally by their use in 
industry. 

As usual, the collectivists have ready answers to diese objections. Hie 
capitalistic system, they say, does not provide incentives for all. Hie great 
inequahty of wealth and income discourages the poor ’and limits dieii 
efforts, while the possession of great wealth by odiers gives these favored 
persons the best possible incentive to do notiiing at all. Even under capi- 
talism, some people work hard to win the esteem and admiration of their 
fellow men, or because tliey are interested in die welfare of society as a 
whole. Under collectivism, in the absence of economic incentives, tliese 
other motives. would flourish and develop unprecedented vigor. More- 
over, some differences in incon^es would be granted under collectivism 
and, it is held, even these differences might provide considerable incen- 
tive in the absence of large differences in income with which to compare 
them unfavorably. Even if it were difficult to furnish adequate incentives 
under collectivism for individuals who had become accustomed to such 
“bribes” under capitalism, it is held'that after a generation or so the .old 
system would be forgotten and the non-economic incentives of a collec- 
tivistic system would be adequate. Finally, if worst came to worst and 
the national -income should decline or fail to grow, the collectivists sug- 
gest that people would not greatly mind being in moderate circumstances 
if there were none who were sufficiently well off to make them feel their 
poverty. In so far as incentive for inventors is concerned, the collectivists 


448 ECONOMICS: PRINCIPLES AND PROBLEMS 

two further points. There are some who contend a system of collectivism 
could not long endure, because its members would become increasingly 
dissatisfied with tlie commodities and services furnished them by die 
government. Even now we grumble about many of the goods we buy, 
but -our complaints are directed against many enterprisers.. We feel 
tliat we are overcharged for electricity, but forget this, grievance when 
we encounter the high price of gasoline, and we cease condemning tlie 
oil trust to complain of the outrageous price of milk. Thus, one grievance 
tends to cancel another; but under collectivism all dissatisfaction and 
condemnation would be concentrated upon the central government— the 
only business enterpriser. This objection is one to which no definite an- 
swer can be made one way or another; but it seems probable that if tlie 
national income were large and well diffused, the problem would not 
prove to be a serious One. 

The Population Question.— Finally, some critics suggest that population 
would tend to increase under collectivism, and that this increase might 
lead to the downfall of tlie system. The theory is that population is held 
in check under capitalism by tlie desire for economic advancement on 
the part of the people, since too many children may keep a family from 
“getting ahead.” Under collectivism, with jobs at good wages guaranteed 
to all and support assured for one’s children as well as for oneself, 
families might increase in size to such an extent that standards of living 
would be sharply reduced despite our best productive efforts. Here, 
again, we are in the field of speculation. In Chapter 24 we noted that 
the number of children in a family is infiuenced to a certain extent, and 
often to a considerable extent, by non-econoirtic considerations. Public 
opinion might, under collectivism, prevent an unduly great increase in 
numbers. Judging from our present society, we may suggest that im- 
provements in incomes would not seem likely to lead to families of large 
size. In our society today, the largest families are often found among the 
most wretched and miserable groups. It seems possible, indeed, that the 
assurance of a satisfactory income to all workers might help to hold the 
population in check rather than to increase it. On tiie whole, then, tlie 
matter of the size of the population under collectivism is very largely 
one of conjecture. 


1. Why do collectivists think that the capitalistic type of economic system 
must be abandoned? 

2. List the characteristics of collectivism in general. 

3. ' On what grounds do collectivists condemn the capitalistic system of 

distribution? 

. 4. What is meant by “the competitive wastes of capitalism”? Explain. 

6. Are periodic business depressions inevitable under capitalism? Why or 
why not? 

6. State briefly the nature of the major theories of Karl Marx. 
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7. Are these theories generally accepted today? Explain. 

8. Distinguish briefly bebveen socialism and communism. 

9. Why do socialists and communists* believe that land and capital should 
be o\vned by society? 

10. How would land and capital be brought under social control? 

• 11. ^Vllat is meant by “the collective management of land and capital’? 

12; How would the national income be distributed rmder socialism? Under 
. communism? Explain. 

13. Compare saving and capital formation under socialism or communism, 
with the same processes under capitalism. 

14. To what extent would a socialistic economy make use of money and the 
price system? \Vhy? 

15. Why might a collectivist society have less need for a price system than a 
capitalist society? 

16. ^Vhy is it claimed that collectivism would eliminate the competitive wastes 
of our present system? 

17. ' Could collecti\'ism reconcile individual and social interests? Explain. 

18. Would business depressions occur under collectivism? \Wiy? 

19. Why would'collectivists expect to have a full emplojinent of labor imder 
their system? 

20. Would a system of collectivism result in the destruction of the family and 
of religious institutions? \^4iy? 

21- Why do many people think that society could not effectively control all 
economic activity? Whrtt is your opinion on this point? 

22. How could a collectivistic economy select its leaders? Explain. 

23. How are individuals induced to engage in economic actiwties under 
capitalism? 

24. Could satisfactory incentives to efiBciency be provided under collectivism? 
Explain. 

25. Should collectivism he avoided because it would result in a loss of freedom 
for the individual? Explain. 

26. Would the population problem bring about the downfall of a coIlecti\’istic 
econorriy? \Vhy? 
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CHAPTER 51 


SOCIALISM IN SOVIET RUSSIA 


For FirrEEN years, Soviet Russia has afforded an interesting and im- 
portant example of a nation operating as a planned economy. So long as 
no country actually attempted to operate on a socialistic basis, discussions 
of tire medrods and possible achievements of a planned economy were 
highly theoretical. But Russia— or the Union of Soviet Socialist Republics, 
as it is now oflBcially called— has provided a modem example of collectiv- 
ism. With a land area of over 8,000,000 square miles and a population of 
170,500,000,^ Russia has undertaken to substitute a socialistic .economy 
for the capitalistic economy of her past. Hence, tire Soviet economy is 
deserving of careful study. 

Early Developments.— Russia did not become a planned socialistic 
economy overnight. Soon after tire .capitalistic order was overturned by 
thte revolution of 1917, an attempt was made to establish an economic 
system that would use none of the customary means of economic control. 
Money and prices were to be discarded. Consumers’ desires were to be 
provided for through a system of rationing, and producers’ needs by de- 
liveries against special warrants. Nationalized factories were to furnish 
supplies of the various kinds of economic goods, while the Supreme Eco- 
nomic Council estimated the kinds and quantities to be produced. In- 
dustrial conscription was to be employed, to a considerable extent, to’ 
insure that workers performed the proper tasks. Russia had never 
achieved great success as an industrial nation even prior to the first World 
War, and under this unprecedented and untried type of economic sys- 
tem economic activity fell off to a small fraction of even its pre-war . 
level. 

In 1921, a new economic policy was adopted which restored money, 
prices, and buying and selling activities, and economic planning was at- 
tempted on a modest scale. Production revived gradually under this new 
policy, and by 1927 it had about reached its pre-war level. At this time, 
the first Five-Year Plan was drawn up, providing for a comprehensive 
program of economic planning. This Plan was announced as “completed” 
early in 1932, after a little more than four years of operation. The U.S.S.R. 

^As of January, 1939, before tire absorption of Latvia, Estonia, Lithuani!^ 
Bessarabia, and Nortliem Bukovina into the Soviet Union. 
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(as tie Soviet Republics are commonly called) has also completed its 
second Five-Year Plan, and the third of tiiese Plans was scheduled for 
completion in 1942. Before describing economic activity as it is carried 
on in the U.S.S.R., it will be necessary to examin'e briefly the present 
government of the country. 

The Go'\’ernment of the U.S.S.R. 

. The Coimnunist Party.— Any account of tihe government of the U.S.S.R. 
which failed to describe the nature and importance of the Commum’st 
Party would>be incomplete indeed, for the government and the part}' are 
one and indivisible. The Communist Party, in other words, has outright 
control of political and economic life in the U.S.S.R. ^^Tiile the party 
numbers only about 2,000,000 persons," or a little over one per cent 
of the population, and while non-Connmimists are allowed to vote and 
are sometimes elected to political ofiBce, most of xhe important economic 
and political positions in die country are, in fact, held by part)' members, 
and the party formulates all of the important policies which are carried 
out by the government. It is the ordy political party permitted to e.\ist 
in Russia today. 

' About half of the party members are industrial workers, the rest being 
peasants and intellectuals. New party members are drawn largely from 
the Comsomol, or Young Communist League, an organization of about 

5.000. 000 members from 16 to 23 years of age. This organization, in turn, 
hds a subsidiary known as the Young Pioneers, which includes about 

6.000. 000 children between die ages of 10 and 16.® The party' is highly 
organized, the organization progressing from factor)', village, and city 
units, dirough district and regional congresses, to the All-Union Com- 
munist Party Congress.- Membership in the party is something of an 
achievement. A-person is placed on probation for a period before being 
taken into membership, and the party has periodic “purges” which are 
intended to rid it of members who fail to live up to party standards. The 
party insists upon conformity to. standards of personal conduct, as w’ell 
as enthusiastic participation in party and civic actiiities, and enforces 
rigorous disciplirie within its ranks. 

The Governmental Organization.— The government of the U.S.S.R. 
operates on the basis of a constitution which was ratified late in 1936. 
The legislative powers of the government are exercised by the Supreme 
Council, composed of tw'o houses, the Coimdl of the Union and the 
Council of Nationalities, each having about 600 members. The Council 
of the Union is elected by die citizens, on die b^is of one deputy, or 
representative, for every. 300,000 citizens. The Council of Nationalities 

= E. R. Sikes, Contemporary Economic Systems, New York, Hemy Holt & Coni' 
pany, Inc., 1940, p. 260- 
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includes -twenty-five, deputies from each Union Republic, eleven from 
each Autonomous. Repuhhc, five from each Autonomous Province, and 
one from each National Region. All terms of ofiBce are four years in 
length, and the two legislative houses have equal rights. Laws are passed 
by a simple majority in each* house, and each house elects a Chairman 
and two. Vice-chairmen. The legislature meets twice a year. 

The Supreme Council selects the Presidium, which is really a com- 
mittee of the legislative body. It is composed of a chairman, 11 vice- 
chairmen, and 24 other members. The Presidium has certain powers, such 
as the power to disband the Supreme Council in the event of permanent 
disagreement between the houses, to call new elections, to call the Su- 
preme Council into session, and to exercise many of the legislative func- 
tions of the Supreme Council when that body is not in session. The high- 
est executive or administrative organization of the U.S.S.R. is the Coun- 
cil of People’s Commissars, which is selected by the Supreme Council 
and is responsible to it. The State Planning Commission, which is the 
chief agency for economic planning, is a Committee of the Council of 
People’s Commissars. Justice is administered by the Supreme Court of 
the U.S.S.R,, the Supreme Courts of the Republics and Autonomous 
Regions, and the People’s Courts. The several Supreme Courts are 
selected by the' Supreme Councils of the U.S.S.R. and its constituent 
republics and regions, but the People’s Courts are elected by direct yote 
of the citizens in the various districts. Every Union Republic and' Au- 
tonomous Republic has a gavemmental set-up almost identical with that 
of the U.S.S.R. 

The government of the U.S.S.R. is federal in form, but power is con- 
centrated largely in the central government. The central government con- 
trols all external affairs of the country, including a monopoly of foreign 
tr^ide, and internally controls the planning of the national economy, ap- 
proves the budgets of all governmental units, administers banks and all 
productive or business establishments which are of All-Union importance, 
administers transportation and communication, controls money and 
credit and the use of land, provides a single national system of account- 
ing, controls education and public health, and establishes principles of 
labor legislation and of legislation governing the judicial system and 
procedure. 

It is clear that, under the present government, the legislative, .executive, 
and judicial powers of the government are exercised by separate organi- 
zations, though the legislature is superior to the other two departments of 
government in power and authority. Direct elections are -almost uni- 
versally substituted for the indirect elections which prevailed prior to 
1936. Even members of the Supreme Council are elected directly,' whereas 
the legislature in former times was several stages removed from the ac- 
tual voters. Suffrage is universal for persons 18 years of age and over, 
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lirely and the latter largely. Therefore, it falls to the lot of society, worlc^ 
ing through the established agencies of government, to plan and direct 
the use of these basic means of production. In noting how these plans •’ 
are made and carried out, we shall consider agriculture separately, for 
the arrangements in agriculture are quite different from those in manu- 
facture. 

Industrial Organization.— Though there are some differences as between 
industries in the field of manufacture, the general outlines of industrial 
organization are quite clear. The individual enterprises or factories, op- 
erated by governmental units or cooperative organizations, are formed 
into trusts or combinations, sometimes one trust to an industry but usually 
several. Tlie trusts exercise a considerable measure of control over the 
factpries, and for some purposes the trust, rather than the factory, is 
the industrial unit. For example, the trust controls raw material supplies 
for its factories and markets their output. The price paid for such output 
is determined for the trust as a whole, rather than for individual factories. 
The trust also appoints managers for the individual plants,- approves 
wage contracts, and requires the plants to use the most efficient methods 
available, interchange technological experiences, standardize their prod- 
ucts, keep accounts and stocks of goods properly, and make full use of 
their resources. 

Over the individual plants and trusts in each industry is a higher or- 
ganization called the Central Administration, which supervises the work 
of the subsidiary organizations and sees to it that the industry as a whole 
carries out its part in the general economic plan. Subject to the main 
economic plan, each Central Administration supervises and_controls the 
construction of new productive facilities, the use of the profits made by . 
the trusts, and the accounting methods used by the lower organizations, 
besides appointing boards of directors for title trusts, engaging in re- 
search work, training personnel, and levying fines and penalties on the- 
lower organizations. Finally, the various industries and their Central 
Administrations are grouped under a number of Commissariats, or de- 
partments of government and industry, each headed by a member of the 
Council of People’s Commissars which we mentioned previously as -the 
highest administrative agency of the goveriiment. Thus, each Commis- 
sariat includes a number of industries and their Central Administrations, 
each industry is made up of several trusts,' and each trust controls a 
number of individual plants or factories. 

The Method of Plaiming.— The general objectives to be undertaken by 
the economic system are planned by the Congress of the Communist 
Party for several years at a time. Within the general outline of such ob- . 
jectives, Five-Year Flans (and subsidiary annual plans within the Five- 
Year Plans) must be drawn up in detail for the economy as a whole, ' 
and for each organization or unit witiun the system. When a new Five- 
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Year Plan is to be constructed, the State«Planning Commission, a sub- ' 
sidiaiy of the Council of People’s Commissars, draws up a first draft 
on the basis of a mass of statistical ewdence gathered for the Commission 
by sever^ other agencies. The Plan is then broken up into parts, which 
are handed over to various subsidiary planning agencies connected wth 
such functional rmts as Commissariate, administrations, trusts, and fac- 
tories, on the one hand, and such geographical units as republics, prov- 
inces, regions, and communities, on the other. 

The parts of the Plan are examined at each of these various functional 
and geographical levels, and criticisms, suggestions, and counter-pro- 
posals are offered, ostensibly for the guidance of the State Planning Com- 
mission. The parts of the Plan, together widi the proposed changes, are 
reassembled in the hands of the Commission, which makes the final 
draft of the Five-Year Plan. After the final draft is approved by the of- 
ficials of the Communist Party and the Supreme Council, it is again 
divided up, and appropriate sections are sent back to the various func- 
tional and geographical xmits, so diat each may know exactly what is 
expected of it for that period. 

■ Since the State Planning Commission is composed of about 70 persons 
selected from among the noted scientists, engineers, -economists, and 
cultural leaders of the economy, and since it has a staff estimated at 
around 4000 technicians, statisticians, and clerks, it is probable that the 
Commission itself does virtually all the planning under die Russian 
system. The complicated procedure used in formulating the Plans prob- 
ably exists for the purpose of creating endmsiasm for planning, giving 
many citizens a feeling that they are p'articipating in die management 
and' direction of the economy, and occasionally getting various factories 
or trusts to undertake greater productive feats than the Commission 
would have required of them. The Plans diemselves are very bulk)' docu- 
ments. The first Five-Year Plan totaled some 1600 finely printed pages, 
while the second totaled 1300 pages. 

• Under the Russian plarmed economy, the activities of every industrial 
unit are obviously quite dosely circumscribed. A plant is given a specified 
output to achieve, or to exceed if possible; it is told the amount and kinds 
of labor it may have and the wages to pay, the amount of working cap- 
ital which it is granted or may borrow, what is to be done with this cap- 
ital, the amounts of materials and supplies it may have and at what 
pric^, and the agency to which it is to sell its ou^ut and at what price. 
It is' clear that 'the Plans are botii physical and financial in character. 
From the physic^ point of view, they are a matter of so many umts of 
output so many workers of various k^ds, and so much land and capitaL 
From the financial pomt of view, both selling prices and costs of pro- 
duction are predetermined for the several industrial umts. 

It is something of a problem to set prices at which goods, are to be 
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sold to the governmental agencies which then proceed to distribute them 
to consumers. If the government should set any one price for all con- 
cerns making certain products^ some concerns could make profits with- 
out striving greatly for eflBciency, while others would be unable to ?over 
costs no matter how hard they tried. On the other hand, to specify dif- 
ferent prices for identical goods produced in different factories would' 
lead to many complications. The problem has been solved by having 
ever)' trust take over the output of its individual factories and sell it at 
one price established by a price-fixing commission. This price is sup- 
posed to be suflBcient to cover the planned costs of the subsidiary fac- 
tories as a whole and the costs of running the trust, and to proyide also 
for the payment of the “turnover” tax from which the govermnent derives 
a large part of its revenue. The trust then computes what part of the 
price must be turned over to the individual factories to cover the ihoney 
costs which they must meet, and the remainder is retained by the trust 
“itself. 

The Relation of Prices and' Costs.— We see,* therefore, that money is 
used in the U.S.S.R., and prices and costs are expressed in terms of money, 
but the relationship between prices and costs in a capitalistic order like 
the United States of America is very different from tlieir relationship in 
Russia. The prices that Russian productive establishments are allowed 
to charge are usually supposed to cover costs and yield a profit, given 
normal efficiency on the part of the productive units; but these prices 
are not necessarily the same as those charged to consumers. In some cases, 
the prices charged consumers are less than those received by the in- 
dustries, so that the government is, in effect, subsidizing these particular 
industries. In other cases the reverse is true, and the government reaps 
a profit on its sale of certain goods to consumers. Of course, when profits 
are made under the Russian system, tiiey do not go to private individuals 
as'in this country. 

Another important point is that the relationship between costs and 
prices does not control production in the U.S.S.R. In our system, if the 
price at which a good can be sold to consumers is for- a long time too 
low to cover costs of production, the quantity produced will be restricted; 
and the receipt of prices which are more than enough to cover costs of 
production will have the opposite effect. In Russia, however, production 
is controlled by the government and it may be decided to increase pro- 
duction in a non-profitable industry or to. decrease it in a profitable iii- 
dustry; if Such measures appear to be desirable from the point of view of 
public welfare. Prices and costs are used merely as accounting devices in 
Russia. They furnish a convenient medium for expressing the content 
of plans for different industries, and for comparing the results achieved. 
Since each productive establishment has its costs and prices determined 
for it, it makes or does not make unplanned profits according to the ef- 
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iiciency with which it operates. A lack of profit in a particiilar year may 
mean little or nothing wth regard to efficiency, but long-continued losses 
by a productive establishment are at least jjrima facie evidence of faulty 
operation. Such losses might lead to a reorganization of an establishment 
or to a change in management, but die fact of a profit or loss plays little 
part in influencing decisions of the government as to what goods sbnll 
be made or the quantities in which they shall be made. 

The Problem of Planned Producjtion.— In our o^vn ^stem, consumers 
express the relative strength of their desires- for difEerent economic goods 
through their ^villingness to pay high or low money prices, and producers 
presumably are guided by these prices into producing the goods most 
desired by consumers. But in Russia the government, through the State * 
Planning Commission, decides what shall be produced and in what 
quantities; and the important question is how well production can be 
adjusted to meet the desires of the people as cxmsumers under this sv»- 
tem. In part, this coordination depends upon the temper of the planning 
authorities. If they 'decided to devote the productive resources of the 
country to building up a huge war macdiine or to supplying the country 
with* large amounts of capital goods immediately, cxinsumers’ wants may 
go largely unsatisfied for a time. However, if Ae authorities undertake 
to adapt production to cxinsumers’ desires, a very considerable degree of 
success may be achieved. Up to the present time, it has been relatively' 
easy to dispose of the things which were produced, because the Russian 
people were so desperately in need of all kinds of goods when plarmed 
production was stmted. Later on, when basic wants are more nearly 
satisfied, the problem of adjusting production to human desires -may be- 
come a more serious- one. However, it should be emphasized that, if 
maladjusted production should come about, it would not lead to a break- 
down of -the system. For the government controls prices and can al- 
ways get rid of goods by lowering prices sufficiently or discomage their 
purchase by raising prices; and eventually, of comrse, it may be possible 
to adjust production so that it ^vill be closely related to consumers’ de- 
sires. 

• The planning authorities can measure the success of their production 
policies in -satisfying hiunan desires by observing the alacrity or re- 
luctance with which'consumers take economic goods off the market.- In 
the past, however, such information was not completely reliable, for 
the Russian government rationed certain commodities among the con- 
sumers at artificially low prices. Under these conditions, neither the de- 
mand for rationed commodities nor that for non-rationed commodities 
gave an accurate picture of consumers’ desires. Since people were al- 
lowed to buy only certain quantities of the rationed commodities,' it was 
impossible 'to decide how much more of their incomes they would have 
spent on these goods had they been permitted to do so. On the other 
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hand, their purchases of non-rationed goods may have been much greater, 
because some commodities were rationed, than they would have been if 
the people had been free to spend their incomes as they desired. Now 
that the rationing of many kinds of consumers’ goods in the U.S.S.R has 
been discontinued, the reactions of consumers to planned production 
at planned prices will be a safer guide to the planning authorities than 
in the past, if they care to make use of them. 

Some hope- for success in the adjustment of planned production to 
hiunan desires arises from the fact that the planning authorities in Russia 
are able to avoid some of the pitfalls of capitalistic systems. Without an’' 
great effort, the authorities decide that luxiuious yachts and limousines 
'shall not be built so ’long as the people have unsatisfied wants for food 
and clothing. It is similarly easy to decide that worthless patent medi- 
cines and odigr harmful goods shall not be made while the people lack 
adequate housing. It is possible to standardize the p'roducts turned out, 
instead of permitting the production of many competing varieties, and, 
of course, productive resources are not wasted in creating competitive 
advertising designed to lure customers from one br^nd of a product 
another or even from one product to another. Finally, having decided thj 
volume of output to be achieved in each industry, the planning au- 
thorities can see to it that the productive facilities of the industry are’ 
only sufiBcient to insure this output. The output decided upon may or may 
not be the'f)roper quantity from the point of view of consiuners, but in 
any case it is possible to provide for the amount planned without- the 
wasteful duphcation of productive facilities, which is .characteristic of 
competitive economic systems. 


Agbicultube in the U.S.S.R. • . ’ 

Agriculture in the U.S.S.R. is planned in much the same way as manu- 
facturing, but the government does not operate agricultiural establish- 
ments to the same extent as industrial establishments. The government 
owns farm land as it owns other kinds of land, but it actually directs 
only a relatively small part of agricultural production. For the most 
part, reliance is still placed in individual initiative and the incentive 
of pecuniary rewards to induce the farmers to produce in abundance. 

The State Farms.— Soviet Russian agriculture is organized in three main 
forms. First, there are state farms. These are operated directly by the 
government through agricultural trusts, and their organization is suf- 
ficiently similar to that of the manufacturing industries to make a de- 
tailed description unnecessary. The total output of these fknns must be 
turned over to the appropriate governmental agency at specified prices, 
and the farm workers are paid wages. When the state farms were first 
set up, tlie emphasis was on great size. The -minimum size was about 
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5000 acres, and some farms, in grain production, “embraced hundreds 
of thousands of acres, with huge fleets of combines, batteries of search- 
lights for night work, radios sending orders to the harvesters encamped 
for weeks in the distant fields, and airplanes bringing their medicines, 
magazines, and entertainers.”® 

^ Since the state farms, under' the first Five-Year Plan (192S-32), in- 
creased rapidly in number and in the proportion of the total cultivated 
area which they controlled, it was widely assumed that a gradual shift 
of agricultural activity from other types of farms to state farms was de- 
sired by the government. However, the large state farms were ineflBcient, 
as was indicated by poor crops, a heavy mortahty rate for hvestock, 
frequent changes in officials, and hi^ labor turnover. As a result, some 
state farms have been broken up into smaller collective tmits, and the 
percentage of the total cultivated area controlled by the state farms de- 
clined from 12.1 in 1936 to 8.9 in 1938.* This may mean that Russia 
intends to depend permanently on collective or cooperative farms for 
most of her agricultural production. 

The Collective Farms.— Collective farms are the most important type of 
farm organization in the U.S.S.R. They vary in size from a dozen to irfore 
than a thousand peasant households each. The average collective farm 
contains about 130 peasant families and 1300 acres of land.® Under the 
usual form of organization, the peasant retains his dwelling, livestock for 
purely domestic use, household goods, and a little land for a garden; 
but die rest of the land, buildings, machines, tools, and livestock are 
used collectively. These collective imits do not, as a rule, own many large 
agricultural implements, such as tractors or combines, but receive the 
services of such equipment from machine-tractor stations, of which there 
were some 6350 scattered over the coimtry in 1938.® 

The peasants work in common, performing planned and assigned tasks 
imder group leaders. Their incomes depend upon a number of factors. 
In many cases, a portion of the crop must be set aside for use as food 
or fodder. 'Deductions are made to pay taxes to the government, interest 
or principal on loans which the farm may have recovered from the gov- 
ernment, and rent for the use of farm machinery borrowed from machine- 
tractor stations. The rest of the crop is sold to the appropriate govern- 
mental agency, and the money received is distributed among the 
collective farmers. The work of the farmers is divided into seven cate- 
gories, \vith the lowest getting one-half labor day’s credit, and the highest 
two labor days’ credit, for each day’s work. Each farmer gets a share of 

s A. R. Williams, The Soviets, New York, Harcourt, Brace and Company, Inc., 
1937, p. 173. 

*M. T. Florlnsky, Toward an Understanding of the U.S.S.R., New York, The 
Macmillan Company, 1939, p. 199. 

® A. R. Williams, The Soviets, p. 173. 

® M. T. Florinslg^, Toward an Understanding of the U.S.S.R., p. 205. 
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the farm income on the basis of the number of days worked and the 
category into which his type of labor falls. 

Since the government does not operate tlie collective farms, it is neces- 
sary to employ devices to insure that the collective farmers will raise 
die desired types ^of products in appropriate quantities, since otherwise 
the plan for the whole economy might be seriously disrupted. Such 
devices lie ready to hand in the Russian system. Collective farmers are 
induced to raise the planned crops by being granted low taxes, low in- 
terek rates or outright grants of funds, low charges for machine-tractor 
service, and high prices for tlie portion of crops tliat is available for 
sale. Collective farmers who raise die “wrong” crops may be penalized 
by high taxes; high interest rates, repayable loans, or even denials of 
credit; high charges for machine-tractor ser\'ice, or even an artificial 
“shortage” of such service; and low prices for the remainders ‘of their 
crops. Thus, the operations of the collective farmers are controlled by 
working on the economic motivation of die farmers. 

The number and importance of die collective farms have been in- 
creasing by leaps and bounds. Under the first Five-Year Plan, their num- 
ber'i'increased from 33,300 to 211,100, and their cultivated area from 
2,517,000 hectares to 94,038,000 hectares, or from 2.2 per cent of the total 
cultivated area of the country to 70 per cent. By 1937, tiiere were 243,700 
collective farms, cultivating 121,001,000 hectares, or 89.4 per cent of 
the total cultivated area.’ The development of die collective farms was 
continued under the third Five-Year Plan (1938-42). 

Peasant Farms.— Finally, some farms are still operated by peasants in- 
dividually. They do not, of course, own the land, but they support them- 
selves by working it and selling their surplus products. Like the collective 
farmers, they must sell a certain percentage of their output to the 
government at low fixed prices (as a tax), and in general they are treated 
somewhat more harshly in this respect than the collective farmers, in 
order to discourage the individual type of farming. In 1928, individual 
peasants operated almost all of the cultivated area of Russia, while in 
1937 their holdings had declined to well under one per cent of the 
total. Soon they may disappear altogether. 


The DiSTRiBunoN of Income 

Land and Capital.— Since land in the U.S.S.R. is owned by society as a 
whole, private individuals do not receive rent. Land is apportioned 
among industries in accordance with the plans for economic activity. The 
industries are not charged rent for the use of the land, though certain 

, ^ Biimingham University, Bureau of’ Research on Russian Economic Conditions, 
Results of the Second Five-Year Plan and the Project of the Third Five-Year Plan, 

p. 8. 
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taxes (such as those imposed upon fanners by requiring them to sell a 
part of their crops to the government at specified low prices) might be 
construed as rents. Again, the funds 'which are available for capital in- 
vestment are apportioned among the industries by several government 
banks. Here, too, there is no consideration of the possible earnings of 
capital in different uses, or of the rates of interest which industries might 
be willing to pay. The assignment of capital funds (and the interest, if 
any, that is charged) depends wholly upon plans which have been made 
in the light of the need for expanding productive facilities in the several 
industries. 

With respect to the volume of new capital, as distinguished from the 
rationing of existing capital, the situation is a little more complex. In a 
physical sense, the process of saving and capital formation is carried on 
coUectively. That is, the Harming Commission decides that, in the next 
five years, say 50 per cent of the national income should take the form 
of new capital goods instead of new consumers’ goods and services. It 
plans accordingly, and sees to it that the plans are carried out. The 
^ cost of saving and capital formation is tibe same in Russia as elsewhere. 
That is, the cost of augmenting the supply of producers’ goods, or cap- 
ital, which will make for a more abundant life in the future, is the neces- 
sity of accepting for .the present a smaller real income in the form of 
consumers’ goods; for, in directing resources into the construction of 
capital goods, the productive factors available for turning out con- 
siuners’ goods are diminished for the time being. In capitalistic coimtries, 
the relative amounts of capital formation and present consumption are 
determined by individuals, influenced by interest rates and the prices of 
consumers’ goods, while in Russia the decision is made by the Planning 
Commission without any necejssaiy regard for the desires of 'consumers. 
If the government goes in so extensively for capital construction that im- 
molate income in the form of consumers’ goods is unduly diminished, 
the people have to adjust themselves to the situation. 

In regulating saving and capital formation, die Planning Commission 
might adopt either of two plans. The first is to see to it that, in a given 
year, the people receive money incomes just large enough to take die - 
, available consumers’ goods and services off the marked The second plan 
is to give the people of the country a total money income equal to the 
value of the entire national real income, and then recapture sufiBdent 
of the money income so that what remains just buys the available con- 
sumers’ goods and services. Strangely enough, the second method is used 
in Russia. 

The measures used to recapture a part of the money incomes are 
various. Attempts are made to -induce the citizens to save, and to invest 
their savings in government bonds or savings accounts. The products of 
some industries are sold at prices somewhat higher than planned costs. 
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so that planned profits are made. A turnover tax, similar to a sales tax, 
is collected on many products. The rate of this tax is as high' as 90 per 
cent on individual products, and in some periods has amounted al- 
together to some 60 per cent of the total receipts from retail trade.® 
Other taxes are levied as well, and individuals are required to contribute 
to funds for social security and other purposes. In tlje end, the consumers 
are presumably left with enough money income to buy the available 
consumers’ goods and services, but no more. 

The Apportionment of Labor.— Since rent and profits do not accrue to 
individuals in Russia, and since the amount of interest received by private 
individuals is negligible, it follows that the national real income avail- 
able for consumption is distributed in the form of wages. Tlie apportion- 
ment of labor among industries and occupations, and the determination 
of the wages to be paid for different types of labor, have given some 
trouble to those in authority. Since land and capital are not human agents 
of production, and have no feelings or home ties, they may safely be as- 
signed in arbitrary fashion to various industries and parts of the country 
in accordance with tire plan. But the case of labor is different. It would ^ 
be inhumane, and probably uneconomical as well, to assign labor in a 
purely arbitrary fashion. On &e other hand, the workers cannot be de- 
pended upon to move spontaneously to the positions in which they are 
most needed and can be of greatest service to society. 

In this dilemma, the government has had recourse, for the most part, 
to the capitalistic method of rationing the labor supply. High wages or 
superior rations at government stores have been used to attract workers 
to industries and posts where more labor is needed, and low wages or 
inferior rations to get diem away from occupations where less labor is 
required. Because of preferences, habits, and prejudices on the part of 
the workers, these inducements do not work perfectly in apportioning the 
labor supply in Russia; but neither do they work perfectly in capitalistic 
countries. In general, the freedom of movement of Russian workers is 
so extensive that it has resulted in high labor turnover and much ab- 
senteeism. 

Differential Wages.— Even the best economic plan is of little use unless 
it is efflciendy carried out. To encourage efficiency, it has been found 
necessary in Russia to reward good work with relatively high wages. 
Wage differentials have been used, also, in the hope of getting people 
to accept difficult and responsible positions requiring considerable ability 
and training. But the distribution of national income according to the 
productivity of labor is quite a different thing from equal distribution, 
or distribution on the basis of needs. Moreover, wage differentials based 
upon productiveness are especially embarrassing to the Communists of 
Russia, who have held that common labor is as honorable an occupa- 

® M. T. Florinslgr, Toward an Understanding of the U.S.S.R., p. 164. 
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tion as any, and is entitled to as higli a wage. However, embarrassing 
or not, it has been necessary to make this concession to capitalistic 
methods. 

But it may be said that wage differences in Russia are smaTI as com- 
pared wth differences in money income in capitalistic societies. The 
ratio behveen the highest and lowest money wages in .Russia was said 
to be about 12 to 1 in 1937,® whereas in this country the ratio between 
the highest and lowest incomes is thousands to one. Since 1938, definite 
maxiinum differentials have existed in certain occupations in Russia. 
That is, the lowest rate of pay for workers in industry and transportation 
was fixed at 110 rubles per mondi, and the highest rate at 2000 rubles 
per month.“ The wages of farm laborers and some other classes of 
workers may sometimes fell below and sometimes rise above the mini- 
mirm for workers in industry and transportation. If, however, 110 rubles 
per month is considered a minimum for Russian workers on die average, 
the wage differential from top to bottom is clearly a little over 18 to 1. 

In any case, money wages do not tell die whole storj^ for all Russian 
workers receive some services direcdy from the state without charge. 
If such free services were distributed more imequally dian the money 
wages, they would make for increasing inequalities in real income, but 
the chances are that these services do not \'aiy gready in amount from one 
person to another. Thus, if both the 110- and the 2000-rubles-a-month 
worker! received 50 rubles’ worth of services free in each month, the 
differential in real income would fall from approximately 18 to 1 to a litde 
less than 13 to 1. 

There is another reason why differences in money wages have not 
meant corresponding differences in real wages in Russia in the past 
Under the old system of distributing consumers’ goods, a man with a 
money income ten times as great as that of another may have had a real 
income only (say) tivice as great For- both men were probably allowed 
to purchase ^e same quantities of rationed goods at low prices, but 
the one with the larger money income may have had to spend the bal- 
ance of it in the open market at prices many times as high as those of 
rationed commodities. Hence, his advantage in terms of real income 
may have been relatively small Indeed, workers receiving low money 
wages were sometimes definitely favored in the matter of rationing. 

The differences in real wages in Russia have been so small that many 
people question that they result in efficiency or even the voluntary ac- 
ceptance of the more diffi cult and responsible positions. This problem 
of providing incentives rmder the relatively equal income distribution of 
a plaimed economy was discaissed in the preceding chapter, and need not 
be enlarged upon here. At any rate, Russia does not depend entirely 

® TJie Nation, No\’ember IS, 1937, pp. 523-526. 

“ M. T. Hoimsky, Toward an Understanding of the USJSM., p. 168. 
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upon financial or economic incentives in her control of the labor supply. 
If worst comes to worst, the government has the power to draft or con- 
script labor to serve in any and all industries, and severe punishments 
may be imposed for inefficiency. The members of the Communist Party 
and the Russian Army are also available as an emergency labor force 
which may be arbitrarily assigned to any type of work anywhere, and 
the Young Communists are subject to virtually the same regulation. 
When workers have been placed to the satisfaction of the authorities, 
there have been devices available to keep them there. These devices have 
included keeping the workers in arrears in their pay, and issuing ration 
cards through the factory so that a worker has had to surrender his ration 
card if he has given up his job. 

The Marketing of Consumers’ Goods 

Until quite recent times, the process of getting economic goods into 
the hands of final consumers was very complicated in Soviet Russia. At 
the beginning of the first Five-Year Plan, some stores were operated di- 
rectly by the government, others were run by cooperative associations, 
and still others by private individuals. The private traders were virtually 
eliminated by 1933, and the business was about equally divided between 
cooperative and government stores. Since that time, the government 
stores have become more and more important, and have taken over 
all of the business in the cities. In 1937 the government stores controlled 
approximately two-thirds of the retail trade. 

Rationed and Unrationed Commodities.— In the early years of economic 
planning, there were several types of “closed” stores in the Russian 
merchandising system. In one type, only the workers in particular enter- 
prises could buy at low prices, on the basis of ration cards. This arrange- 
ment provided a means of favoring important groups of workers. In a 
second type of closed store, all citizens possessing ration cards could 
purchase definite physical quantities of specified goods. Their prices 
were higher than those of the stores operated for the benefit of the 
workers of particular enterprises, but lower than those in the “open” 
stores in which anyone could buy as much of any available commodity as 
his purchasing power would permit. Finally, there were special stores 
(Torgsin and Isnab) at which foreigners traveling or employed in Russia 
could make purchases. 

The use of ration cards did not always indicate extreme scarcity, of 
the rationed goods. It merely meant that these goods were being sold 
in the closed stores at prices which were very low in view of their 
limited quantities. The goods could have been distributed just as ef- 
fectively ^vithout rationing, by allowing their prices to rise to any level 
to which the competitive bids of buyers might force them. -Rut these 
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iiigh prices would have resulted in persons with relatively large money 
incomes getting all tibe goods, whfle less fortunate persons were ex- 
cluded from the market altogether. By rationing at low prices it was in- 
smred that most persons, regardless of the size of their incomes, would 
be able to buy small amounts of these commodities. The ratin nin g method 
constituted a severe restriction on consumers’ freedom of ohofce, for 
ration cards were honored only in terms of die rationed commodities, 
^yh^le the possession of money income, %vithout rationing, would permit 
-the indiwdual to buy whatever he chose. However, this restriction of 
choice was probably not a serious matter, so long as rationing was con- 
£ned to tlie necessities of life. 

The End of Rationing.— The rationing of bread and flour ended in 
1934, and that of other commodities in 1935. Anyone may now buy as 
much goods as he wshes in any shop, within the limits of his purchasing 
power. The retail prices of goods are not uniform throughout the coim- 
try, but they are the same in all stores wi thin each of eight zones or 
districts. Rationing came to an end as the result of increased production 
of consumers’ goods, the diminution of the need to favor special groups 
or classes of persons, the increasing efFectiveness of wage difEerentials 
in distributing the labor supply among industries and places, and the 
desire -to improve the methods of retailing, which did not need to be 
veiy well managed so long as people purchased on the basis of rations. 

The changes which have been made are for the better, though fhe 
merchandising system is still under close governmental control The gov- 
ernment ownership and operation of the basic means of production, 
combined wth considerable freedom of dioice on the part of the citizens 
as to ,what they "will consume, come close to the ideal of a socialistic 
society. The reactions of consumers in the market now give the planning 
authorities a more nearly accurate idea than in the past of their success 
in adapting planned production to the ^vants of consumers; and these 
authorities, in deciding upo^i the goods to be made, may be more re- 
sponsive than formerly to the ^vishes of consumers. This does not mean, 
however, that the consumers Avill actually dictate what shall be produced. 
The government wall still be free to produce a given commodity in large 
quantities, if it is felt that the article should be %videly consumed, even 
though it must be sold at a price well below costs of production. In 
similar fashion, the ^villingness of consmners to take odier articles at high 
and profitable prices may be ignored by the authorities, and the output 
of these articles be limited closely. 

International Trade and Monet 

The Trade Monopoly.— While Russia has many and varied productive 
resources and is, at least potentially, more nearly self-suflBcient than most 
economies, she has had at times to depend upon foreign countries for 
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supplies of several kinds. Moreover, she has iried to make sure that im- 
porting and exporting will be carried on only when the country s interests 
require them, for the international trade of the country is carried on as 
a governmental monopoly. The government has also monopolized inter- 
national financial operations, conducting them in the past in terms of 
an artificial monetary unit which was not .used domestically.. Wlien 
a quantity of a foreign product is essential to the operation of the plan, 
the trading monopoly is in a strong position, for it can sell Russian prod- 
' ucts abroad at almost any prices in order to obtain purchasing power in 
other countries. It could, for example, sell wheat abroad at a price only 
half as high as that whidi the government paid the farmers, and the gov- 
ernment would make up the loss incurred in this way by selling other 
articles in the domestic market at a profit. 

However, the trading monopoly has to be careful about dumping goods 
abroad, lest other countries refuse on this account to trade with Russia; 
and, of course, it cannot command higher prices in the world market 
than the exporters of other' countries are getting. Any sharp fall in tlie 
world price of a good which Russia is exporting means that a larger 
'quantity than usual of the good must be sent from Russia to get a given 
amount of purchasing power abroad. This means, in turn, tab'ng more 
goods than usual away from the Russian consumers. It is quite clear, then, 
diat in Russia the costs of importation lie in the amounts of exports which 
must be given up in exchange and hence subtracted from domestic con- 
sumption. 

Control of the Money Supply,— Tlie issuance of money in Russia, while 
theoretically limited by requirements for tlie maintenance of gold or 
other rescues, is in reality entirely under the control of the government. 
Moreover, since the government has maintained a monopoly in inter- 
national trading and in international financial operations, using an arti- 
ficial monetary unit, the management of the domestic monetary supply 
has been freed from die influence of such things as international gold 
movements, interest rates at home and abroad, the intemarional balance 
of payments, and fluctuations in foreign exchange rates, which are of 
importance to capitalistic countries under normal conditions. Nothing 
that happens in the international field can force Russia into inflation or 
deflation at home, or cause -her to expand or contract her currency and 
credit. 

It appears, then, diat^he monetary problem is primarily one of adjust- 
ing the supply of money to domestic needs. Tliat is, the government must 
be sure that the citizens receive enough purchasing power to enable 
them to remove from the market the available quantities of goods at the 
prices at which these goods are offered. However, die overissue of cur- 
rency would matter relatively litde. Since the government controls prices 
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rigidly, the issuance of excessive amounts of cmrency could not raise 
prices, but instead would only increase the unspent smpluses in the 
pockets of consumers. .The use of money involves the use of money prices 
and, as we have seen, the Russian economy is quite ejqjetienced in pric- 
ing goods in terms of money. However, it will be recalled that price 
movements are not so' influential in Russia as elsewhere. In distributing 
consumers’ goods among the citizens and in apportioning the supply of 
labor among industries and occupations, price movements operate to 
some extent in Russia as in other countries. But they have little, if any, 
influence on the distribution of land and capital among industries, on 
the total volume of saving and investment, and on the determination of 
the kinds and quantities of economic goods to be produced. 

Accomplishments of Russian Econoxhc Planning 

General Results.— The Russian planned economy is still too young to 
permit us to reach any complete or final appraisal of its accomphshments 
and failures, but certain tentative observations may be made on the basis 
of the only available t)'pe of information— the ofBcial statistics published 
by the Russian government itself. The fact that Russia has been able to 
keep a planned economy operating at all might almost be listed as an 
accomplishment, since many people doubted the possibility of such an 
achievement before the Russian experiment actually began. However, 
ofiBcial statistics indicate not only continued operation but rapid progress 
in many respects. For example, the Russian national income, which had 
amounted to some* 21 billion rubles in 1913, and 25 billion in 1928, in- 
creased to over 45 billion in 1932 (after the first Five-Year Plan), and 
to 96 billion in 1937 (after the second Five-Year Plan), and to 125.5 
billion in 1940. The third Five-Year Plan called for a further increase to 
approximately 173 billion rubles by 1942.“ 

Another accomplishment is found in the extremely rapid industrializa- 
tion of Russia under the planned economy. The capital investment in in- 
dustry amounted to 52is billion rubles under tire first Five-Year Plan, 
and 115 billion imder the second Five-Year Plan. It was expected to 
reach 180 billion rubles under the third Five-Year. Plan, and had 
reached 108 billion by the end' of 1940.“ The number of workers 
in large-scale industry increased from 3,000,000 in 1913 (and 1928) 
to 6.4 millions in 1932, and 7.7 millions in 1936. It was e^qpected to 

“ H. Johnson, The Soviet Power, New York, International Publishers, 1940, p. IM, 
and N.'Vosnesenshy, J^conomic Results of the U.S.S.R. in 1940 and the Plan of Na- 
tional Economic Development for 1941, Moscow, Foreign Language Publishing House, 
1941, p. 10. 

“M. T. Florinsl^, Toward an Understanding of the V.S.S.R., p. 164, and N. 
Vosnesensky, Economic Results of the UJS^.R. in 1940 and the Plan of National 
Economic Development for 1941, p. 9. 
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reach 9.3 millions by 1942.“ The total number of workers in state en- 
terprises was 27 millions in 1937 and 30.4 millions in 1940, which may be 
compared with the total of 11.4 million wage earners in 1913.“ Russian 
industrial production was 3.8 per cent of world industrial production in 
1929, but 11.0 per cent in 1932, and 15.2 per cent in 1936. It was ex- 
pected to reach 32.0 per cent in 1942.“ The average wage per industrial 
worker was 870 rubles a year in 1928, 1478 rubles in 1932, 3447 rubles in 
1937, and 4069 rubles in 1940. The planned average wage for 1942 was 
4722 rubles.” 


Rapid progress has also been made in the socialization or collectiviza- 
tion of the Russian economy. In 1928, almost all of the agricultural re- 
sources of the country were still in private hands, but by 1937, 98.6 per 
cent of all agricultural production was carried on by state or collective 
farms. By 1937, 98.7 per cent of all the non-human means of production 
in the system had been brought into socialized ownership, 99.8 per cent 
of industrial .production was in the hands of state enterprises, and virtu- 
ally 100 per cent of the internal commerce of the country was carried on 
by state or collective enterprises.” 

Results in Terms of Specific Commodities.— In Table 58 we present 
statistics of the production of several important industrial and agricul- 
tural commodities in Sowet Russia in the years 1913, 1928, 1932, 1937, and 
1940, together with the plarmed estimates of production for 1932, 1937, 
and 19^. It may be noted that the production of most of these com- 
modities had been increased very greatly by 1937, as compared with 
1913 and 1928, and that still greater accomplishments were plarmed for 
1942. In some cases, production has exceeded the planned estimates, in 
others it has fallen a little short, and in still others it has missed the 
estimates by a wide margin. On the whole, however, the orJy reason- 
able coirunent on these statistics seems to be tibat they are remarkable, if 
accurate. 

The Elimination of Depressions.— Supporters of flie Soviet regime are 
fond of referring to the U.S.S.R. as “the land without depressions,” and 
in general its claim to this title seems to have some justification— althou^ 
some critics are so unkind as to say that the absence of cyclical business 
fluctuations in Russia indicates merely that tire country is in a state of 
perpetual depression. But whatever the level of economic activity may 
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have been in Russia, it seems clear that this activity lias not thus far 
been characterized by any of the business breakdowns which occur at 
frequent interv'als in capitalistic countries. 

This does not mean that instability of economic activity is impossible 
in Russia, and diat business depressions or breakdowns could not occur 
diere under any circumstances. It docs mean, however, that if the Soviet 
system is well managed and if the desire to eliminate business depres- 
sions is sufficiently strong, Russia is in an advantageous position for main- 
taining economic stability. She is in a position, as we have seen, to avoid 
many of the types of waste which ordinarily characterize capitalistic 
states. Production is planned and controlled by .society as a whole through 
governmental agencies and is not dependent, as in capitalistic countries, 
upon the decisions of thousands of independent and uncoordinated in- 
dmduals. As a result, misdirected production should be less likely to 
occur in Russia than elsewhere. Of course, the planning authorities have 
to plan production for future markets, and it is likely that piistakcs will 
be made in ’estimating consumers' needs or demands. However, since 
they are in a position to control prices as well as other economic matters, 
it will be possible to prevent such mistakes from clogging the markets 
with unsalable commodities, especially since it is not ncccssar)' in Russia 
for any particular commodities to sell at profitable or cost-covering prices. 

Finally, the ‘'conflict between indi\idual and social interests lias been 
minimized in Russia. Economic actiwty is carried on in the interests of 
society as a whole, and its object is to produce goods in abundance rather 
than at a profit. In other words, there arc no private enterprisers in Rus- 
sian industry whose doubts and fears might at times lead them to restrict 
production, throw laborers out of work, and cut down their purchases of 
materials and supplies, because of a current or prospective lapse of 
profits. It is to the interests of Russians as producers to keep the wheels 
of industry turning just so long as it is to the interests of Russians as con- 
sumers to have the goods that are dius made available. 

The Employment of Labor.— Russia also likes to be knoun as “the land 
without unemployment.” Indeed, the national constitution now promises 
every person a job. In the past, some Russians have been excluded from 
employment in socialized industries because of tlieir connection with 
the old regime, but this policy has been discontinued. Certainly, Russia 
has had but little unemployment in the past. However, it must be noted 
that there is nothing about the Soviet system wiiich inevitably rules out 
unemployment. But it seems probable that the planning authorities can 
prevent unemployment if they devote themselves to tlie task with wisdom 
and determination. 

In capitalistic societies, laborers are put to work by the business enter- 
prisers, who control the land and capital, only if it appears likely that 
profits can be made in this way. In the U.S.S.R., laborers work for tlie 
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tistics on production, income, wages, and other matters. Almost the only 
source of data is the Russian government itself (or various agencies of 
the government), and tliis is 'clearly a biased source. The Russian govern- 
ment, operating a planned economy in tlie midst of a sheplical world, is 
doubtless anxious to have its economic affairs appear in a favorable light 
and there is a possibility that this government, like other governments, 
may touch up its statistics at times. Moreover, there is no way to check 
these statistics adequately, and tlius to measure and correct any inac- 
curacies that might exist. 

The Russian government and its agencies sometimes give statistics in 
terms of “current nibles” and again in terms of “rubles of 1926-27 value.” 
Data presented by different governmental agencies, covering exactly the 
same economic activities, often vary widely, and attempts are seldom 
made by these agencies to account for the discrepancies. However, it 
may be said for Russian statistics that they show both the successes and 
failures of planned operation, and that they would still indicate a re- ' 
markable degree of economic progress over a limited period of time, even 
if they had to be discounted by a very sizable fraction. 

The Rapidity of Industrialization.— Some critics, while conceding that 
rapid economic progress has been made in the U.S.S.R., are inclined to 
discount this progress because of the low level of economic activity from 
which the planned economy started. It is obviously much easier to double 
a small national income than a large one. An absolute increase which 
would double the number of industrial workers employed in Russia might 
cause only a 10 per cent rise in the number employed in this country. It 
has been suggested that economic progress in Russia under planning has 
proceeded but little, if any, faster than American economic progress in 
the early days of this country, if allowance is made for differences in tire 
conditions under which the progress occurred. According to this analysis, 
economic activity in Russia will expand much more slowly in the future 
than in the past. As evidence on this point, the critics call attention to 
the fact that the third Five-Year Flan called for an increase in industrial 
output of only 92 per cent, as compared with 136 per cent for the first 
Five-Year Plan and 114 per cent for the second. 

Opposed to these critics are others who claim that die process of indus- 
trialization has been too rapid, so that waste and inefficiency have re- 
sulted. They insist that a more gradual process of industrialization would 
have produced much better results. The Russian planners have been 
greatly interested in large-scale enterprises and this interest is said to » 
have interfered to some extent with rapid industrialization. For example, 
in setting up an electric heat-and-power station in Moscow, the plans 
called for a giant station with a capacity of 200,000 kilowatts. jConstruc- 
tion was started in 1932, but the plant was still unfinished at tire end of 
the second Five-Year Plan in 1937. If the Plan had called for 8 or 10 
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same, income by operating only efficiently enough to avoid censure or 
punishment? Will tliey devise new processes and better methods of pro- 
duction if these achievements cannot result in profit to themselves? Will 
people of inventive talent exercise their genius if their inventions bene- 
fit them only indirectly, through the increased productivity of society? 
Many people feel that Russia has reduced inequality in the distribution 
of income to such an extent as to destroy or greatly weaken individual 
initiative. 

On this important point there is as yet no conclusive evidence. It ap- 
parently is true, as is frequently alleged, diat tlie Russian system has been 
slow to show improvements in the efficiency or productivity of workers. 
Great increases in physical productivity have occurred, but it is held by 
some that quality has not been significantly improved, nor have costs of 
production been greatly reduced from tlieir extremely high original levels. 
Increased production has apparently resulted from the use of larger and 
larger quantities of the productive agents, rather than from greater effi- 
ciency in the operation of existing facilities. The efficiency of Russian 
workers, using similar equipment, has been variously estimated at one- 
half to one-fourth that of American workers, and the waste of matmials 
by Russian workers is said to be excessive. ' 

The planning authorities are aware that Russian labor is often ineffi- 
cient, and have taken steps to remedy the situation. Bonuses and pre- 
miums of cash or scarce commodities, publicity, public honors, and other 
devices have been used. Some workers have been made heroes of labor, 
which rank entitled diem to extra cash, free street-car service, low taxes 
and rents, larger pensions, and superior living space, but the problem is 
not yet solved. If the difficulties are temporary in character, diey may 
perhaps be attributed to the rapidity of industrialization in Russia and 
to the fact that millions of people with no previous industrial experience 
have been trying to learn quiddy die operation of modem* industrial 
equipment. But if they should prove to be permanent in character, diey 
may indicate the existence of a serious defect in the Russian scheme of 
things. 

The Question of fridividual Freedom.— Finally, if economic progress in 
Russia continues, and her people are eventually better off in a material 
sense than the citizens of other countries, there will always be some to 
say that the Russian citizens have purchased economic welfare at too 
high a price. In Russia the interests of the individual have been largely 
subordinated to those of society. Economic activi^ has been regimented 
and controlled by the government. The institution of freedom of enter- 
prise, cherished in capitalistic countries despite the fact that it means 
litde to many citizens of these countries, has been done away with in the 
U.S.S.R. Competition, which is often called the life of trade, is no more. 
The chance to start out poor and wind up rich does not exist. Under such 
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conditions, say the rugged individualists, life would not be wordi the 
living for anyone with ability and initiative, despite the assurance that 
the government would provide a fairly good real income. This question 
of the relative merits of individual freedom and economic welfare is, of 
course, one whidi every person must answer for Himself. And in the case 
of many persons, the decision will doubtless be withheld until they are in 
possession of more complete information regarding the long-run success 
of the Soviet movement. 


1. What is the importance, to students of economics, of examining the opera- 
tion of the Russian planned economy? 

2. Explain the organization of the Communist Party, and its importance in 
Russian political and economic affairs. 

3. Outline the governmental organization of the U.S.S.R. 

4. Is the government of the U.S.S.R. really as democratic as its constitution 
• suggests? Explain' 

5. How are economic activities planned in Russia? 

6. Why is it often said that Russia has a “two-way” system of economic 
planning? 

7. Distinguish between the functions of plants, trusts, and administrations in 
Russian industry. 

8. Is the relationship of prices to costs of production a significant one in the 
Soviet economy? Expl^. 

9. Are there reasons for expecting that planned production can be adapted 
to the wants of consumers in Russia? Explain. 

10. How does the status of agriculture differ from that of industry in the 
U.S.S.R.? Explain. 

11. How do state farms, collective farms, and individual peasant farms differ 
in organization, operation, and importance? 

12. What are the factors which determine the amount of income which a 
worker on a collective farm will receive in a given year? Explain. 

13. As a Russian farm worker, would you prefer to be on a state farm or 
collective farm? Why? 

14. How are existing supplies of land and capital apportioned among the 
various' industries in Russia? 

15. How is the total volume of saving and investment, in terms of physical 
units, controlled in the U.S.S.R.? 

16. How are financial results made to match the physical results in connection 
wth the process of saving and capital formation? 

17. Wiry is it true that the cost of obtaining capital goods is the same in 
Russia as in any other type of economic ^stem? 

18. On what basis is the Russian labor supply distributed among occupations 
and mdustries? 

19. Why are differences in wages permitted among workers in Russia? 

20. How great are these wage differences? Explain. j. .1 j 

21. Explain the various ways in which consumers’ goods have been distributed 

among the consumers in Russia. . , r , . 

22. mat progress has the Russian economy made toward its goal of havmg 
a single set of merchandising units selling to all purchasers at a single 
scale of prices? 
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23. How is international trade handled by Soviet Russia? 

24. How does the monetary problem in Russia differ from that faced by the 
governments of other countries? Explain. 

25. Give a general estimate of tlie results of planned operation in the Russian 
economy. 

26. “The rapid industrialization of the U.S.S.R. may be considered either as 
an advantage or a disadvantage.” Explain. 

27. Is Russia "the land %vithout depressions”? Why? 

28. Why is it difficult to evaluate tlie economic accomplishments and failures 
of the U.S.S.R.? 

29. Have Russian consumers benefited greatly under the planned economy up 
to the present time? Explain. 

SO. What labor difficulties does Rusia still have to contend with? Explain. 

31. “The evaluation of the Russian economy depends in part on the issue of 
individual freedom uersus economic welfare.” Explain. 
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seems to serve no very useful purpose. Members of the Senate, even be- 
fore fascism, were appointed by the King on recommendation of the 
Prime Minister, and Ais procedure has not been changed under the new 
system. An elected body, the Chamber of Deputies, or lower house, was 
retained for a time, but the method of its election was changed in 1928. 
Candidates for the Chamber of Deputies were nominated by the Grand 
Council of tlie Fascist Party, and die people had to vote for tliese can- 
didates or not at all. However, in 1938, the Chamber of Deputies was 
supplanted by the Chamber of Fasces and Corporations, a body of 650 
members selected from the National Council of the Fascist Party and the 
National Council of Corporations. 

The legislature lacks the power to initiate legislation, considers only 
the business suggested to it by high party oflScials, and meets only to ap- 
prove promptly and automatically the acts and policies dictated by Mus- 
solini. Even this approval has little significance, for the Cabinet has the 
power to make laws by decree subject to legislative approval within two 
years. Apparently, the chief function of the legislature is to approve acts 
and policies already adopted by Mussolini. 

The Grand Council of the Fascist Party has the power to draw up a 
list of candidates to succeed Mussolini when a successor becomes neces- 
sary, and the King will select the successor from this list, whidi might 
contain only one name. Thus, it is intended that control of the govern- 
ment shall remain in the hands of the Fascist Party even after Mussolini 
has passed from the scene. Provincial and local government officials, like 
the high officials of government and economic life, are ordinarily fascists, 
and are appointed by the Minister of the Interior, who is Mussolini him- 
self. 

The Fascist Party.— Italy and Russia have been alike, also, in having a 
one-party system of government. In Italy, no political parties or organiza- 
tions are tolerated except the Fascist Party, which now has a member- 
ship of some 3,000,000 adults. Except by special permission from above, 
the party does not accept new adult members. Instead, it relies upon the 
development of new members from the junior fascist organizations. Both 
boys and girls are members of youth organizations, which include groups 
aged 6 to 8, 8 to 14, 14 to 18, and 18 to 21 years. Several millions of bud- 
ding fascists are found in the various youth organizations. 

The Secretary of the Grand Council nominates, and Mussolini appoints, 
the Secretaries of the Provincial Federations of the Fascist Party. In like 
fashion, district and local party officials are appointed from above, so that 
control over the party organization is maintained directly from top to 
bottom. The principal requirement for membership in the Fascist Party 
appears to be a willingness to obey Mussolini’s orders without question _ 
and a determination to serve the party’ s cause without reservations. As in 
the case of the Communist Party in Russia, members of the Fascist Parly 
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are carefully watched after being admitted to membership, and may be 
called to account at any time if diey fail to exhibit the prescribed fascist 
vi^es. 

Individual Liberties.— Italy under fascism is like Russia in that the 
rights and liberties of the Italians as individuals have been almost entirely 
destroyed. Fascism has a profound distrust of democracy, and feels that 
democratic institutions are out of place in a truly modem state. Ordi- 
nary individuals are considered too ignorant or too thoroughly immersed 
in tibe private affairs of life to carry on the affairs of govermnent success- 
fully. This task must be undertaken by the chosen few, who are found in 
the Fascist Party. The right of free assembly is denied except to fascist 
organizations. All newspapers and other publications opposed to the rise 
of fascism have been ruthlessly suppressed. The publications that remain 
print only what they are told to print. Freedom of the press is a meaning- 
less term in Italy. Freedom of speech is also practically non-existent there. 
Any criticism of, or opposition to, acts and policies of the government or 
of the Fascist Party is likely to be interpreted as treason. Those accused 
of such political offenses are tried by fascist judges, and are often not 
even granted the right to hire la\vyers to represent them. Education is 
rigidly controlled by the government for the purpose of perpetuating the 
fascist regime. Not only is opposition to fascism viewed as a land of so- 
cial disease which must be eradicated as quickly as possible, but the 
favorite method of eradication is that of violence. Sluggings, beatings, 
and other forms of mob violence, as well as overdoses of castor oil for 
those who fail to see the light of fascism, have done much to discourage 
outward show of opposition to fascism. 

The Individual and the State.— Though both Italy and Russia have had 
very strong central governments to which the individual has been sub- 
or^nated, there are in this coimection two important points of difference 
between the countries. In Russia, the dictatorship has been that of the 
proletariat (industrial workers) or of the Communist Party in the inter- 
ests of the proletariat. Fascism in Italy, in its formative stages, was sup- 
ported largely by landowners, industrialists, and the middle classes in 
general. Indeed, socialists and coimnunists usually look upon fascism as 
an instrument for controlling and suppressing the workers in the interests 
of the owning classes. 

There is reason to believe that the early supporters of the movement 
were granted favors in retiun for their assistance. As one writer puts it, 
“Business men and landlords were released from annoyances to which 
they had recently been subjected. Capital issues were freed from taxa- 
tion, the ofiBcial commission of inquiry charged with discovering illicit 
war-profiteering was dissolved and its findings suppressed, and the fam- 
ily inheritance tax was abolished. Wherever possible, indirect taxes were 
substituted for direct. The decrees that provided for cession of land to 
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cooperatives were repealed, and peasants were ousted from estates that 
they had occupied. A proposed law for division of the latifondi (large 
landed estates) was dropped, and the measures limiting rises in land 
rents and- evictions of tenants were revoked. Financial support was with- 
drawn from workers’ cooperatives. . . . Most of the telephone system was 
handed over to private enterprise, and motions were even made to end 
State control of the railways, post offices, and telegraphs. The Govern- 
ment ceded its match-monopoly and its life-insurance business to private 
interests. The economic activities of municipalities were curtailed.”^ 
The second point of difference between the centralized control in Italy 
and Russia is this: The individual in Russia has been subordinated to the 
state for his own good, because it was thought that this was the way in 
which the greatest good would come to the greatest number. In Italy, 
however, the individual has been subordinated to the state for the good 
of the state. The state is thought of as something more dian an aggregate 
of the individuals who make it up at any particular time. “For fascism, 
society has historical and immanent ends of preservation, expansion, and 
improvement, quite distinct from those of the individuals which at a 
given time compose it; so distinct in fact that they may even be in oppo- 
sition.” ® Individuals are regarded as merely the means by which society 
may reach its goal, and as but temporary and relatively unimportant ele- 
ments in the long life of the state. 

Moreover, the individual cannot exist without the state. Apart from 
the state the individual has no more purpose or reason for being than has 
one body cell isolated from the human body. For the individual to assert 
his rights against the state would be as ridiculous as for a body cell to 
rebel against the body as a whole. Thus, the individual has no rights 
which are superior to Aose of the state. He has merely a duty toward the 
state and, in performing this* duty, he may be expected to sacrifice every- 
thing, even life itself. The interests of the state permeate all activities of 
the individual, and not merely his political activities. This general theory 
explains why the rights of individuals, as we are accustomed to view 
them, are largely suppressed in Italy. The fascist theory of the state is 
seen in action in the economic policies of fascism, most of which are in- 
tended to promote the greater glory of Italy, rather than the welfare of 
the individual citizens of that country. 

■ 

Economic Poucies of Itauan Fascism 
The Question of Economic Planning.— In ihe early years of fascism, 
Italy had a hybrid type of economic system. It could scarcely be con- 

1 C. T. Schmidt, The Corporate State in Action, New York, Oxford University 
Press, 1939, pp. 51, 52. 
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sidered truly capitalistic, and yet it did not adopt full-fledged economic 
.planning. Some writers say that a nation engages in economic planning 
whenever the government interferes with and controls economic activity 
to any considerable extent. In this sense of the term, Italy did engage in 
economic planning, for the government exercised a considerable degree 
of control over economic activity. However, if true economic plannin g in- 
volves drawing up detailed plans for all departments of economic activ- 
ity over a considerable period of time, with supplementary detailed esti- 
mates of proposed achievements in individual years, Italy did not have 
economic planning. In other words, if Russia provides an example of, a 
planned economy, Italian economic activity was not planned but merely 
partly controlled by the government. 

In Italy— contrary to the situation in Russia— land and capital are largely 
owned by private individuals who, without working, may receive incomes 
in the form of interest or rent, though state officials sometimes dictate the 
uses to which these agents of production are to be put. Instead of having 
all branches of economic activity directed by the state, fascist Italy claims 
to recognize that private initiative in production is an effective and eco- 
nomical instrument for getting things done. However, those who direct 
economic activity are said to be responsible to the state, for the interests 
of the state are supreme. The state presumably interferes in the field of 
production only when private initiative is lacking or inadequate, or 
when the interests of the state are so directly concerned as to make gov- 
ernmental control imperative. Interference by the government may take 
the form of encouragement, general supervision, or outright management. 

Fascists are said to be proud^f the fact that fascism has had no general 
program, save that it aims to promote the greatness of Italy. Fascism has 
concentrated upon action, rather than theory. According to Mussolini, 
fascism as an idea is indefinable. It is a fact which is taking place. Fascism 
originally did not have the instruments for economic planning in a com- 
prehensive sense, and only Mussolini had the power to plan in any real 
sense of the word. His policies .in controlling economic activity were 
sporadic and likely to affect only certain phases of economic life at any 
one time. Thus; in time of emergency, Mussolini would order certain 
essential industries to run day and night until further notice, in order to 
increase production. At other times, when he decided that it was de- 
sirable to maintain the Italian monetary unit, the lira, at an artificially 
high value in terms of the currencies of other countries, he would order 
a general reduction in prices and wages throughout Italy, and see to it 
tliat the order was enforced. 

To be sure, in spite of friendly gestures toward private enterprise, the 
Italian government owned and operated the railroads, much of die ship- 
ping industry, the post office, the telephone and telegraph business, and 
the industries that sold salt and tobacco. This, however, was a far ciy 
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from tlie situation in Russia, where practically all industries are owned 
and operated by the government. Mussolini was able, also, to achieve a 
crude sort of control over tlie kinds and quantities of economic goods pro- 
duced in Italy, by taking over the investment banking activities of the 
country. Tlie credit of tlie government was made available for enterprises 
and industries which Mussolini tliought worthy, of encouragement, while 
otlier businesses were required to work out tlieir own salvation. 

The Making of Economic Decisions.— But when all is said and done, it 
must be evident that economic activity in Italy was to a considerable ex- 
tent unplanned in the early years of fascism. Private individuals owned 
land and capital, and could turn over tlicse agents of production to any 
enterpriser on the basis of tlie rate of return tliat was offered. Individuals 
were left free, for die most part, to save or not to save, on tlie basis of the 
usual economic incentives. Private enterprisers in many cases still de- 
cided for tliemselves what to produce and in what quantities, and were 
free to operate their enterprises at capacity, part capacity, or not at all, 
in the absence of specific orders from Ae government. Individuals as con- 
sumers were free to spend dieir money incomes in any way which seemed 
desirable, and producers had to rely upon the willingness of consumers 
to purchase their products at prevailing prices. Wliile die government 
frequendy interfered in these various phases of economic life, the indi- 
vidual was assumed to be free unless and until he was specifically inter- 
fered with, while in Russia it is assumed tiiat the government controls and 
directs all economic life in die absence of specific information to die con- 
trary. 

Business Depressions and Unemployment.— Under the conditions just 
described, Italy was not in so favorable a position as Russia \vith respect 
to business depressions and unemployment. Since the control of produc- 
tion in Italy was left to private initiative in cases where the interests of 
the state were not likely to suffer, and since private individuals had a 
stake in the profitable operation of industry, it was to be expected tiiat 
Italian enterprisers would vary tiieir rates of production in accordance 
with business conditions and the prospect of profit or loss, when not 
under specific orders from die government. Since most businesses in Italy 
were relatively small-scale enterprises, it followed that decisions in die 
field of production, when not made by the government, were made by a 
considerable number of independent individuals. Hence, the Italian sys- 
tem could hardly be expected to avoid the competitive wastes which char- 
acterize capitalistic economic systems, and die cumulative mistakes which 
are so potent a factor in bringing about periodic business- breakdowns or 
depressions. Moreover, since the Italian monetary unit was kept on a gold 
basis for a long time under fascism, the Italian economy was troubled by 
international influences when business was depressed in other countries. 

Italy, like the United States and other capitalistic countries, suffered 
heavily in the great depression that began in 1929 , and had a serious vol- 
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vme of unemployment; for the basic means of production were privately 
owned and the workers had to depend upon the owners for jobs. Except 
in industries controlled by the government, Italian business leaders, like 
capitalistic employers elsewhere, employed labor when it appeared that 
a profit could be made, and refused to employ it when business con- 
ditions seemed unfavorable. When a government plans and directs all 
economic activity, there can be plenty of jobs for workers so long as hu- 
man wants remain unsatisfied, but t^ was not the case in Italy. 

As industrial production fell from an index number of 109.2 in 1929 to 
73 in 1932, and unemployment rosefrom 300,000 in 1929 to over 1,000,000 
in 1933, the Italian reactions to depressed business conditions were those 
of a capitalistic'and not a planned economy. Public works programs were 
set up, hours of labor were shortened in order to spread the work, and 
the movement of workers within the country was severely limited. Two 
governmental agencies, the Sofondit and the Institute Mobilare Italiano, 
were set up to advance credit to private companies on the strength of 
the stocks and bonds of these companies, \vith the governmental agen- 
cies recovering their funds by selling other securities of their own. Italy 
even had an Institute di Riconstruzione Industriale, similar to the Ameri- 
can Reconstruction Finance Corporation, to liquidate bankrupt concerns, 
furnish financial aid to enterprises through long-term loans, and supervise 
the financial reconstruction of business. 

.The Controlled Economy.— It was widely predicted of the Italian econ- 
omy that it could not go on being partly controlled and partiiy free. Such 
a system would be likely to suffer die disadvantages of both the capitalis- 
tic and the' controlled t)q)es of systems, while enjoying the advantages of 
neither to the full. In recent years, under the infiuence of die post-1929 
depression, the Ethiopian conquest, and preparation for and participa- 
tion in the second World War, Italy has adopted virtually complete gov- 
ernmental control over economic activities. However, the o\vnership of 
land and capital and the actual operation of industry remain very largely 
in private hands. Moreover, the apparent objective of governmental con- 
trol is to further the interests of the state rather than to advance the eco- 
nomic welfare of the individuah 

Employer-employee Relations.— While the Italian government under 
fascism does not directly control the distribution of the national income 
among landowners, capitalists, enterprisers, and workers, the relations of 
capital and labor are controlled by a somewhat complex system under 
governmental supervision. *The general outlines of this system are set 
forth in the Charter of Labor, which was enacted in 1927 and is regarded 
by fascists as a kind of constitution for tire development of the fascist ideal 
known as the Corporate State. Under the provisions of the Charter of 
Labor, wages, hours, and other working conditions are fixed by collec- 
tive contracts between workers’ and employers syndicates. 

The Syndicates and Federations.— The syndicate is the basic umt for 
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the conduct of employer-employee relations. The state permits only one 
syndicate for each industrial category of workers or employers in a geo- 
graphical unit; and syndicates of workers must be separate from those of 
employers. A workers’ syndicate may be formed by as few as 10 per cent 
of the workers in an industrial category in a given locality, and, if ap- 
proved by the government, may make contracts for all tire workers. In 
like manner, an employers’ syndicate may be formed by enterprisers who 
employ at least 10 per cent of the workers in an industrial category in a 
given locality, and who comply witli certain otlier specified conditions. 
Labor contracts drawn up between Rrese opposing syndicates are bind- 
ing on all workers and employers in an industrial category, and non- 
members as well as members must pay dues to the syndicates. By the end 
of 1936, 16,026 provincial and 1420 interprovincial and national collec- 
tive agreements or contracts had been made. In addition to drawing up 
labor contracts, the syndicates administer maternity benefits, vacations, 
social insurance, medical attention, and otlier matters. 

Local syndicates of employers and employees form into federations at 
the provincial level, and so on up to national federations under the su- 
pervision of the National Council of Corporations and the Ministry and 
Minister of Corporations. All employees come under one or another of 
the great national employees’ federations for industry, agriculture, com- 
merce, banking and insurance, and professions. All employers belong to 
similar national employers’ federations, except that there is no employers* 
federation to match the federation for professional workers, since these 
workers usually employ themselves. 

The Labor Courts.— We have said that wages and working conditions 
are determined by labor contracts drawn up between syndicates of work- 
ers and employers, but there remains the problem of handling disputes 
between employees and employers as to the interpretation of an existing 
labor contract, or the desire of one group or the other to introduce new 
conditions which the other party does not favor. Fascism recognizes that 
there may be conflicts of interest between employers and employees, but 
it is determined that these conflicts shall not result in a cessation of pro- 
duction which might injure consumers and the interests of the nation as a 
whole. Consequently, under the Italian system, workers and employers 
are forbidden, under severe penalties, to engage in strikes and lockouts, 
or use any of the other weapons— described in Chapter 23— which employ- 
ers and employees in most countries employ in attempting to enforce their 
demands. • 

When a coUective dispute of some importance arises, an attempt is 
made to bring workers and employers • together through conciliatory 
agencies. If conciliatory measures fail (though they usually do not), the 
controversy goes to the labor courts which have been set up in sixteen 
districts Riroughout the country. Disputes between individual employers 
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and workers are often decided by local magistrates or justices of the 
peace, but they too may be taken to the labor courts in some cases. Each 
labor court is composed of three judges, assisted by two experts, one on 
labor problems and die other on production. Decisions are rendered both 
on the basis of law and precedent, and in consideration of the interests of 
consumers and of the nation as a whole. Thus, the interests of both em- 
ployers and employees are supposed to be subordinated to those of 
society. 

The Results of the Fascist Labor Policies.— There is a general impres- 
sion that the fascist method of handling employer-employee relations is 
likely to work to the disadvantage of labor. Under the system, workers 
and employers are given equal rights of organization, and both are de- 
prived of their usual weapons of industrial warfare. This equal treatment 
might be ideal if the t\vo classes had equal bargaining power in the first 
place. But since, other things being equal, employers are much superior 
to their workers in bargaining power, it would seem that the employers 
clearly hold the upper hand under this system of “equal treatment” for 
capital and labor. 

' The syndicates are actually governmental organizations, instead of or- 
ganizations of employers and employees. The workers and employers are 
members of the syndicates, but the syndicates themselves, their officers, 
their activities, and the collective agreements into which they enter, are 
aU subject to governmental approv^ through the Ministry of Corpora- 
tions. The officers of the syncRcates are usually fascists of standing— 
“Blackshirts appointed by the government to direct the syndicates.”® 
They are almost all of middle-class origin, and are governmental repre- 
sentatives rather than representatives of employers and employees. The 
collective agreements are contracts between workers and employers, but 
their content is largely controlled by Fascist Party policy and not by 
genuine collective bargaining. 

•The two experts who assist the three judges in each labor court must 
be university graduates, and are not likely to be strongly biased in favor 
of the workers. Moreover, the labor courts are not independent judicial 
agencaes, for their verdicts must fall in line wth party policaes. In the 
period 1926-36, 145,289 labor disputes reached courts of one kind or 
another. Of these cases, only 34 involved the labor courts proper. Only 14 
cases were decided by verdicts of the labor courts, the other 20 being set- 
tled by their concaliatoiy efforts.* Officaal reports indicate that court de- 
cisions favor the workers in labor disputes, but this conclusion should be 
taken with a grain of salt, for none of the decisions have required employ- 
ers to raise wages. What often happens is that employers demand a con- 

® C. T. Sciimid^ The Corporate State in Atkion, p. 76. 

*W. G. Welk, Fascist Economic Policy, Cambridge, Harvard University Fres^ 
1938, pp. 84, 85. 
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siderable cut in wages, tlie workers refuse to take so large a cut but pro« 
pose a smaller one, and the appropriate court fixes the actual wage 
decrease at or near the level suggested by the workers. The outcome is 
then hailed as another “victory for labor.” Well might Mussolini tell the 
president of the Confederation of Industrialists, ‘T assure Signor Benni that 
so long as I am in power the employers have nothing to fear from the labor . 
courts.” ® 

The Corporations.— Governmental control over the basic processes of 
production and distribution is obtained in part through agencies known ■ 
as “corporations.” The corporations were provided for in laws of 1926 
and 1927, but with one exception did not actually come into existence 
until 1934., Since then there have been twenty-two of tliese corporations, 
divided into agricultural, manufacturing, and service groups. The eight 
corporations under the heading of agriculture include grainsj vegetable, 
flower, and fruit-growing; viticulture and wine production; edible oils; 
sugar beets and sugar; animal husbandry and fishing; wood and wood 
products; and textile products. The eight corporations under manufac- 
turing deal with building and construction; metallurgy and machinery; 
clothing; glass and ceramics; chemicals; paper and printing; extractive in- 
dustries; and water, gas, and electricity. The six corporations under serv- 
ice control professions and arts; internal communications; sea and air 
transportation; tourist and hotel trade; credit and insurance; and theater 
and public entertainment.® 

Unlike corporations in America, the Italian corporations are not pro- 
ductive units. They have no plants, employ no workers, and produce no 
commodities. Each corporation is a kind of national board of directors 
for the industries which fall within its division— that is, an organization of 
men set up to control a major branch of economic activity. The corpora- 
tion is composed of representatives of the Fascist Party, and representa- 
tives of the employers’ and employees’ syndicates in all the industries 
which come under its jurisdiction. The Minister of Corporations (Musso- 
lini) is nominally president of each corporation, but one of the other 
party representatives actually functions in this capacity in his place. 

The Functions of the Corporations,— The corporations, as agencies of 
economic control, have several functions. They furnish the government 
Avith information and advice on economic matters, attempt through their 
conciliation boards to settle labor disputes which cannot be disposed of by 
collective negotiation between employers’ and employees’ organizations, 
and help prepare detailed plans for national economic self-sufficiency. 
However, the most important function’ of the corporations, from the point . 
of ■view of economic control, is the establishnient of .groups of regulations 
(similar' to the former N.R.A. codes in the United States) for their re- 

. ® C. T. Schmidt, The Corporate State in Action, p. 94. 

* W. G. Welle, Fascist Economic Policy, pp. 109-116. 
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.spective fields of production. These regulations deal widi such matters 
as the determination of fair trade practices, production control, and the 
fixing of prices and rates. The sets of regulations are nominally subject 
to the approval of the National Council of Corporations, which is made 
up of the councils of the individual corporations. ActuaUy, they are ap- 
proved and controlled by the Central Corporative Committee (composed 
of the important cabinet members, high party officers, and high nffininlg 
of workers’ and employers’ organizations) and the Minister of Corpora- 
tions. Since the regulations set up by corporations are binding on actual 
productive establishments, and since the regulations must be approved 
by high governmental agencies before becoming efFective, it is dear that 
the corporative set-up furnishes an opportunity for highly centralized 
control over economic activity. . * 

Wages Under Fascism.— A glance at wages under fascism indicates that 
the labor poUdes have nof turned out very well for workers. One or more 
wage cuts occurred in each year from 1927 through 1931, with occasional 
wage adjustments thereafter, so that by 1934 it was estimated that the 
average money wage in industry was 30 to 40 per cent below the 1926 
level. Prices and the cost of living were also falling over this period, but 
not so fast as money ivages. The decline in real industrial wages was 
about 20 per cent.^ Similar declines occurred in agricultural wages. In 
1936 and 1937 money wages rose at intervals, but not so rapidly as prices. 

Social Insurance.— The Italian workers receive several kinds of social 
insurance and other benefits. All workers have insurance against indus- 
trial acddents and diseases, including- tuberculosis, and are entitled to 
old age pensions. Many are insured against unemployment as well. Sup- 
plementary wages are sometimes paid to workers with large families, and 
women workers receive maternity benefits. The government sponsors a 
number of sodal welfare agendes, including the famous Dopolavoro, or 
after-work organization, which provides vacations, sports, education, and 
recreation for member workers. In general, the Italian system of sodal 
insurance is scarcely satisfactory. In most cases the benefits are small, 
they continue for very limited periods of time, and are hedged about with 
numerous restrictions. The contribution of the government to social in- 
STuance funds is small, and these funds are frequently diverted to other 
governmental purposes. 

Price Controls. — ^The control of economic life in fascist Italy includes 
extensive price-fixing. After a period of dec linin g prices from 1927 to 
1934, prices began to rise rapidly. In 1935, die index of wholesale prices 
rose from 280.2 in January to 355.7 in November, on the basis of a 1913 
index of 100.® Late in the same year a Central Price Committee was set 

^ C. T. Schmidt, The Corporate State in Action, pp. 80-82. , . . 
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up to control prices, and prices remained relatively stable until. Italy de* 
valued tbe lira in October, 1936., Under price control, wholesale prices 
rose only about 10 per cent in the next six months, though the devalua- 
tion of the lira had amounted nominally to 40 per cent. In April, 1937, 
the control of prices was turned over to the Central Corporative Com- 
mittee,- but wholesale prices rose another 7 per cent by February, 1938.® 
In more recent times, definite information on Italian economic afEairs has 
been diflBcult to obtain, but prices have probably continued to rise under 
war conditions. 

Business Combinations.— An increase in die size of Italian industrial 
units and the formation of many large combinations have also made for 
ease of economic control. Italy has been known in the past as a land of 
small-scale industrial units, but that description no longer holds. Between 
1927 and 1932, the 465 combinations »wMch were formed caused the 
disappearance of 1242 firms and involved a tofkl capitalization of 23 bil- 
lion Ihre. By 1935, one-fourth of the Italian corporations controlled about 
95 per cent of corporate capital, and 118 firms (one-half of one per cent 
of die total number) controlled 48 per cent of aU stock-company capital. 
Similar trends have been noted in public utilities and finance. 

Economic Self-sufiBciency.— One of the famous aims of Italian fascism 
has been to attain economic self-sufficiency. After the lira was stabilized 
in 1927 at a value which was artificially high in terms of foreign cur- 
rencies, Italian goods were too high in price to attract foreign purchasers 
and Italy had great difficulty in maintaining her export trade. Later her 
invisible exports (such as emigrants’ remittances and tourist expendi- 
tures) also declined, and it was next to impossible for Italians to pay for 
the customary volume of imports. Added to the difficulties of interna- 
tional trade and exchange was Italy’s wish to be independent of foreign 
countries for supplies of essential materials, which led her to adopt a pro- 
gram of economic self-sufficiency. Italy is in a very poor position to fol- 
low a program of this kind, because of her limited supply of poor, worn 
soil, her very limited natural resources, and her large population. Within 
an area only about three-fourflis as large as the State of California, Italy 
has a population of 43,000,000, or about one-third the population of the 
United States. Though Italy has fair supplies of building materials, 
sulphur, mercury, aluminum, zinc, and lead, she lacks iron, coal, petro- 
leum, copper, chromium, tin, manganese, and nickel. 

The Battle of the Wheat.— The Italian self-sufficiency program involves 
two elements. On the one hand, Italy has tried to increase the produc- 
tion of commodities insufficient for domestic consumption, and on the 
other hand she has tried to provide substitutes for materials which could 
not be produced naturally within the country. Typical of the first part of 
'the program was the famous “Battle of the Wheat,” as Italy called her 
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known about the benefits of geographical specialization and exchange 
of products. In Italy, it is conducted primarily for military reasons and 
not for economic advantages. 

The Population Policy.— Hie fascist population policy, like the self- 
sufiBciency program, is in conflict with the interests of individual Italians 
as consumers. It can be justified only as another means of carrying on 
war, which the Italian leaders consider both necessary and desirable. 
Italy has about 350 persons to the square mile, and die pressure of popu- 
lation on land resources is said by Mussolini to justify his claims of ter- 
ritorial expansion. However, Mussolini apparently feels the need of men 
for military purposes, and is doing everything within 'his power to en- 
courage births and discourage emigration.- 

In an attempt to increase the birth rate, Italy encourages mass mar- 
riages, or marriages of large numbers of men and women at showy pub- 
lic services. Cash bonuses for marriages and other cash prizes for large 
families are ofi^ered by the government. Married men are given first 
chance at government jobs and preference in obtaining housing. Mar- 
ried men with large families are exempted from income taxes and cer- 
tain otlier taxes. Young married couples in poor circumstances are granted 
government loans to set them up in housekeeping, and the government 
stands ready to cancel 10 per cent of the loan for each child diat is bom 
to a couple. Bachelors must pay heavy taxes to retain their single-blessed- 
ness, and an income tax which is 25 per cent higher than diat for married - 
men. Even illegitimate children are welcomed, cared for, and given full 
rights. Italian municipalities have taken part in tire program by running 
baby derbies, and by giving medals, diplomas, low street-car rates, low 
public utility rates, and cheap housing to the parents of large families. 

It is diflScult to assess the results of this population policy. It is true~' 
that the birth rate decreased as much in fifteen years under fascism as in 
the preceding fifty years, and that the ratio of births to deaths has been 
decreasing. In 1922, the birth rate was 30.8 per thousand and tlie death 
rate 18.1, leaving an excess of births of 12.7. In 1937, the ratio was 22.9 
to 14.2, with an excess of births of 8.7.“ Clearly, the fascist policy has not 
succeeded in producing an increased rate of population growdi. 

Fascist MiUtarism.— Another outstanding feature of fascism is its 
strongly militaristic attitude. It is the fascist policy to keep Italy armed 
to the teeth. The armed forces are very large in proportion to the popu- 
lation, and their maintenance places another heavy burden upon the 
citizens as consumers. Children begin to receive military training -almost 
as soon as they are able to walk, and are trained to expect and desire 
warfare. Mussolini has hurled countless warlike threats and challenges 
at prospective enemy countries, and Italy has been almost continuously 
at war since her Ethiopian invasion in 1935. 

“ W. *5. Welk, Fascist Economic Policy, p. 183: 
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PubKc Finance.— The Italian government had been operating at a deficit 
when the fascists took over in 1922. Under the new management, there 
was a surplus of revenues pver expenditures from 1924 to 1930. More 
recently, the combination of business depression, the self-su£Bcie*ncy pro- 
gram, the armaments program, and war has again reversed the govern- 
ment’s financial situation. In 1940, Italy’s revenues were 32.4 billion lire 
and her expenditures 60.4 billion lire, with a deficit of 28.0 billion lire. 
The following year was much worse, with expenditures of 96.0 billion 
lire, revenues of 31.0 billion lire, and a deficit of 65.0 billion lire.“ The 
Italian national debt is beheyed to have more than doubled, -for it rose 
from 95 to 180 billion lire in the first fifteen years of fascist rule. 

The Italian revenue system has been changed so that taxes bear more 
heavfiy on people of small income. As expenditures have mounted, the 
levies of the governmental monopolies have increased, customs duties 
have risen, and heavy taxes on consumption have been imposed. The 
income tax yields only about 20 per cent of the government’s tax revenues, 
and has the added ^sadvantages of beginning with very small incomes 
and providing comparatively low rates on incomes in the higher brackets. 
In 1936, real estate o^vners were compelled to subscribe to government 
bonds to the extent of 5 per cent of the value of their properties. In 1937, 
a 10 per cent capital levy was applied to the capital and reserves 
of joint-stock companies, -and in 1938 a similar levy was made on the 
capital of industrial and commercial firms other than joint-stock com- 
•panies. • 

.The Results of Fascism.— As we have seen, most of the policies of Italian 
fascism are intended to increase Italy’s greatness and prestige among the 
nations of the world rather than to enhance -the economic welfare of 
Italian citizens as consumers. There is no doubt tiat the economic wel- 
fare of the individual Italian has decreased under fascism. Wages and 
standards of living in Italy Were always about as low as any in Eirrope, 
but they have fallen to tmdisputed last place under fascism. Even in 
1929, a fascist deputy in an unguarded moment of parliamentary debate 
declared: “Our ration is perhaps the lowest in all Europe.” “ A serious 
decline has occurred in both the quantity and quality of food consumed. 
Between 1926 and 1935, consumption declined 15 per cent in wheat, 
10 per cent in meats, 15 per cent in olive oils 6 per cent in butter and 
lard, 21 per cent in sugar, and 11 per cent in fruits and vegetables. Wine 
consumption fell off sharply, and declining sales of salt suggested that 
less cooked food was being eaten. Tobacco sales fell 20 per cent between 
1928 and 1935, and furniture sales by 33 per cent in roughly the same 
period.” These changes, while serious enough, were only in average con- 

“ Foreign Commerce Weekly, January 25, 1941, p. 145, and May 10, 1941, p. 235. 
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sumption. Consumption by die poorer classes must have declined even 
more drastically. 

Of course, it may be argued on behalf of fascism that it “works.” The 
Italian people are quiet, they work without strikes, they eat quite regu- 
larly, and those in control of the economic system are presumed to act 
solely for die best interests of the citizens. However, as an English writer 
puts it: ‘In England we' have places in which the food comes regularly, 
where the people are quiet, where diey work without strikes, and where 
those in control act solely for the best interests.of those whom they con- 
trol. We Call those places prisons. Tliey are said to be good for die pris- 
oners; but the prisoners are not asked for dieir view!” Fascists tell us that 
other countries, like the United States, have much to learn from fascism. 
This may be true in a negative sense. It is quite possible that the lesson 
to be learned from fascism is not what to do, but what not to do, about 
our economic problems. 

The Gehman Government Under National Soctausm 

Germany is anodier great country which is now operating under a sys- 
tem of fascism, though die German system is officially called Nazism or 
National Socialism, It would be a mistake to think tiiat National Socialism 
is an exact replica of Italian fascism, but it resembles the latter in many 
external features and is more like fascism than any other system. We shall 
point out some of the essential similarities and deferences of die two sys- 
tems in describing National Socialism. 

The German Dictatorship.— The present German s)'stem is like the 
Italian in that it has a very strong central government which exercises 
rigid control over all the activities of individual citizens. The head of the 
government is Adolf Hider, who was appointed to die office of Ghan- 
cellor (Prime Minister) by President von Hindenburg in 1933. Since 
that time, Hitler has in fact been the supreme dictator or “leader,” as he 
is called, of the German people. However, whereas in Italy the fascist 
system has retained and will continue to retain die King as nominal head 
of the government, the office of President in Germany has been combined 
with that of Ghancellor since the deadi of von Hindenburg. Like Mus- 
solini in* Italy, the German dictator is independent of the Reichstag, has 
absolute power to determine the formation of die Gabinet and the work 
and legislative activities of the Reichstag, and may make laws by procla-. 
mation without action by that body. The Reich'srat, which was formerly 
die upper house of the German parliament, has been abolished, and the 
lower house (the Reichstag) apparently survives only to, approve the 
pronouncements of die dictator. 

The National Socialist Party.— Germany, like Italy, has a one-paity sys- 
tem of government. The National Socialist (or Nazi) Party is supreme, 
and other political organizations are sternly suppressed. Members of 
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&e party hold all important governmental posts, wliich they get by ap- 
pointment from above, not by election. While elections in general have 
been suspended, the people have had an occasional chance to endorse the 
dictators policies— being given a ballot \vith a large circle for voting “Ja,” 
and a very small circle (or none at all) for voting "‘Nein.” The National 
Socialist Party began to function in a small way several years before its 
accession to power, and now has an estimated three to four naillion 
members. Like the Italian Fascist Party, it now has youth organizations 
from which it ^vill obtain members in the future. These organizations train 
both boys and girls, in separate groups, and are said to include about 
seven million members. The princip^ requirement for membership in 
the National Socialist Party appears to be a willingness to obey blindly 
and wthout question all %vishes or orders of the dictator. As in other 
one-parly countries, the Nazi Parly holds periodical purges by means of 
which it eliminates (by death or imprisonment) any elements in the 
party which may have become obnoxious to the leader. 

Individual Liberties.— The National Sopialist Party, like the Italian 
Fascist Party, regards democracy as useless and an evidence of weakness 
on the part of a nation, and finds it desirable to suppress all rights and 
liberties of individuals. Freedom of assembly does not exist outside the 
all-powerful party. Freedom of speech has been abolished, and the press 
is entirely controlled by the government; printing only government-ap- 
proved “news.” Education is strictly controlled by the government, in 
brder that the principles of National Socialism may be inculcated in the 
youth of the land. Even religion in Germany has become largely a func- 
tion of the ruling party. Religious leaders have been displaced by other 
persons who will be amenable to the -wishes of the part)’^ and ^vill preach 
National Socialism, and it is reported that the Bible has been rewritten 
to conform to party principles. In Italy, the Gadiolic Ghurch continues 
to function Cn the basis of an agreement wth Mussolini, although its 
relations with the government are not particularly cordiaL 

In Germany, a man’s house is not his castle if we may believe die 
critics .of National Socialism. A citizen s house may be -invaded and his 
personal possessions destroyed at any time by governmental representa- 
tives acting wthout warrant. He may be arrested wthout warrant, tried 
wthout jury or legal representation, and given an exceedingly severe 
sentence. The law is whatever the leaders say it is. It may be one thing 
today and quite anodier tomorrow. A man may be punished for an action 
whidi was not a crime or misdemeanor at die time at which it took place. 
He may be punished for crimes which it is presumed he ^vill commit in 
the future, and for offenses which others may conceivably commit against 
him— diis last type of punishment being called “protective arrest.” He 
may be confined without specific charges being lodged against him. He 
may be arrested and punished merely for stating that a crime has been 
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committed-the name for this oflFense being "the spreading of atrocity 
legends.” Moreover, the German people arc subjected to espionage on 
the part of the government to an extent which has seldom bpen equaled. 
Sudi are the accounts of the status of tlie individual under National 
Socialism, as reported by persons who have escaped from the country. 

The Suppression of Opposition.— Tlie National Socialist Parly .has emu- 
lated the Fascist Party of Italy in conducting a campaign of violence 
and terrorism against its opponents. In addition to those who have been 
killed or maimed, many tliousands have been tlirown into -prison, or into 
concentration camps similar to the camps maintained for prisoners in 
time of war. In Italy, tlie intent of the government has been to subdue 
opposition elements, but to retain tliem in the population as useful mem- 
bers of society. In Germany die intent has been to exterminate die 
trouble-makers whenever possible. 

Anodier difference suggests itself. In Italy, it was felt that opposition 
must be suppressed for die good of the state. In Germany, however, the 
good of die state is S}Tion)’moys with the good of the race. According to 
die party program, none but members of die nation may be citizens of 
die state, and none but those of German (or Ai}'an) blood may be mem- 
bers of die nation. No Jew, therefore, may be a member of the nadon. 
Much of the program of Nazi pei-sccution and terrorism has, dicrcfore, 
been directed against the Jews. Hie Germans are said to be psychologi- 
cally powerless to admit that the loss of the first World War and the un- 
fortunate economic conditions which followed were due to any faults 
of their own. They hold that the World War was lost because of the 
treachery and duplicity of the Jews at home, and tliat die Jews were 
responsible, "also, for the unfavorable economic conditions of the post- 
war years. Moreover, economic recovery and prosperity are said by the 
proponents of anti-Semitism to wait upon die elimination of the Jews 
from the population. 

According to Jewish refugees from Germany, it is impossible to de- 
scribe briefly the treatment to wliich die Jews have been suTijected in 
Germany under National Socialism. They have been deprived of citizen- 
ship and the right to vote. They have been cast out of the professions, 
such as teaching, medicine, journalism, and die law. They may not belong 
to labor unions, or work in retail and mercantile fields. Their property 
has often been confiscated, and they themselves are subjected to close 
espionage. The rights of their children to education are curtailed, as is 
also their right to make a livelihood through the use of land. They have 
suffered personal indignities and physical violence, and severe injury 
or death has been the portion of many. Some of the more fortunate have 
been able to flee the country, but those who remain are said to live in a 
constant state of terror and abject misery. 

In Italy the campaign of suppression has been directed diiefly against 
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living persons, and especially against those in Italy at tie but in 
Germany the works of famous German writers of the past and of citizens 
of other countries have been condemned by the National Socialists. Such 
’works have been banned from circulation, and have been bmned in 
monster bonfires staged for this purpose. Objectionable paintings have 
been removed from art galleries, and other works of art destroyed. Even 
the performance of musical compositions by certain composers has been 
forbidden. The National Socialists have decreed that the German nation 
or German race shall work out its o-wn art and culture, so that they may 
be free from alien contamination. 

The supporters of National Socialism are, of course, much incensed 
by the reports of persecution and violence which come out of Germany. 
Ihey insist that these reports are no more true than were those of 
atrocities committed by Germans during the first World War, and that 
Germany is merely folloumg a necessary and orderly policy of purifjmg 
the race and remo\’ing alien and discordant elements for the good of 
the nation. However, it would seem that these recent reports have ap- 
peared rmder circumstances much different from those of the war-time 
propaganda. If also appears drat the program of persecution is still going 
on. How else shall we explain the disappearance of numbers of Germans 
who vanish completely, leaving no trace, the large number of “suicides,” 
the high mortality due to pneumonia and other “natural causes” in jails 
and concentration camps, and the number of persons whose exit from 
this life is described as resulting from having been “shot while tij’ing to 
escape”? 

The Individual and the State.— The German and Italian s)’stems are 
alike in other respects. Hitler, like Mussolini, derived much of his original 
support from capitalists, industrialists, and landowners, while workers 
were slow to join the movement It is rmcertain whether the original 
supporting classes have derived the benefits which they expected. In 
both Germany and Italy, the individual is subordinated to the strong cen- 
tral government not for his omi good, but rather for the good of the 
state— or, in the case of Germany, for die good of the race. Finally, the 
fascist theory of the state is reflected in die econorhic policies which are 
followed in Germany, for most of these policies are aimed at promot- 
ing the power and prestige of the nation, rather than prowding for the 
economic welfare of indiwdual citizens. 

Economic Poucies of Nahonal Sociausm 

The Controlled Economy.— The leaders of National Socialism have fre- 
quendy stated that they do not intend to set up an econormc ^stem like 
that of Russia, in which the state owns and operatd^ the basic means of 
production and indh’idual initiative is weakened if not destroyed. On 
the other hand, it is certain thaf^ in Germany, the power of government 
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and of the dictator to interfere with and control economic activity is 
virtually unlimited and extends to all branches of economic activity. 
The German leaders say, however, that the system is not intended to be 
permanently even a govemmentally controlled system. The government 
does not propose to direct industry and trade in the long run, but intends 
merely to “open up the way” for private industry and trade. Tlie in- 
fluence of the government has been so extensive and pronounced tlius far 
only because Sie German economy has been going tlirough a period of 
emergency and reorganization. Tire validity of these assertions remains 
to be established. For the present, Germany is a state in which economic 
actiwty is completely controlled by the government, even though the 
ownership of most land and capital is left in private hands, productive 
units are largely privately operated, and comprehensive economic 
planning has not been adopted. 

The German Estates.— The agencies through which economic control is 
acliieved in Germany are quite similar to tliose of fascist Italy. Tlie 
Italian groups of "corporations” in agriculture, manufacturing, and service 
find their counterparts in the German "estates” of industry and trade, 
agriculhu-e, handicrafts, and transportation. Gonsidcrations of space 
prevent us from analyzing all of these estates, and we shall describe only 
one— the estate of industry and trade. All employers in these two general 
fields are required to belong to the estate, which is organized both 
functionally and geographically. Functionally, the estate is divided into 
six general classes of business (Reichgruppen) i industry, handicrafts, 
trade, banking, insurance, and power. The irtdustrial group is further 
subdivided into seven Hauptgruppen, each of which includes several re- 
lated industrios. For example, one of these Hauptgruppen includes min- 
ing, iron production, non-ferrous metals, and foundries, and a second is 
made up of foodstuffs, brewing, malting, sugar manufacturing, and 
alcohol distilling. The Hauptgruppen axe subdivided into the individual 
industrial groups (Wirtschaftgruppen). All tlie other Reichgruppen, save 
handicrafts, are divided directly into Wirtschaftgruppen. The handicrafts 
group is made up of some 50 Reich Guild Associations.*® , 

From a geographical point of view, Germany is divided into 14 dis- 
tricts for the administration of the affairs of the estate of industry and 
trade. In each district, an Industrial Board is set up to represent and su- 
pervise all economic interests. These Boards make recommendations 
which are carried out through Ghambers of Gommerce to which all busi- 
ness men must belong. All Ghambers of Gommerce are combined in a 
National Association of Ghambers of Gommerce and Industry. At the 
head of both the functional and geographical organizations is the Reich 
Economic Chamber, which is supposed to help the Minister of Eco- 
nomics carry out the economic policies of National Socialism.*® The com* 

^**111650 organizational details are from E. R. Sikes, Contemporary Economic 
Systems, pp. 470,471. ^ 
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plicated estate of industry and trade is made to work by rigidly following 
the leadership principle, which is described below.' 

The Labor Front.— Germany under National Socialism does not have 
separate organizations of employers and employees comparable to the 
Italian syndicates and federations, but the control of labor relations by 
the government is as strong in Germany as in Italy, ^^^len National 
Socialism came into power, the labor unions, in the ordinary sense of 
the term, were suppressed, and the German Labor Front was created. 
This organization is a totalitarian body of all German citizens who 
part in the country’s industrial processes, and includes ordinary workers, 
salaried employees, and employers. Hitler is the nominal leader of the 
Labor Front, and the actual leader is appointed directly by him, The 
Labor Front is organized along party lines into 33 regions, 84 districts, 
and 14,744 local groups.^ Thus, it would seem to be a gigantic “company 
union.” The Labor Front assists in settling labor disputes; attempts to 
bring about understanding and solidarity between workers and em- 
ployers, and to minimize class distinctions; administers the insurance 
funds, building and loan associations, and banks of the former trade 
unions; operates the “Strength through Joy” movement; and in general 
promotes the cultural, social, and recreational w'elfare of the workers. 
It does not deal with wages, hours, and working conditions. 

Labor Relations.— Re^y important matters in the field of labor rela- 
tions sue handled by a different agency, for the German labor law gives 
the individual employer a large measure of control over tire wwkers in 
his plant. According to the ofBcial German news bureau, “The basis of 
the new socaal system is the factory. The Leader is the employer. He 
decides for the FoIlo^ving (employees) in all questions concerning the 
management of the plant. . . . The Follo^ving shall render faithful serv- 
ice to the Leader in all things related to the conduct of the undertaking. 
. . . This law revokes all previous laws of basic significance relating to 
shop cocmcils, wage agreements, arbitration, strikes and. lockouts, and 
similar questions.” Thus, imless he is interfered with from above, the 
employer controls labor relations in his enterprise. 

Since 1933, several thousand labor regulations have been set up in 
Germany. These are of two main types. First are the establishment regula- 
tions, or shop rules, covering such matters as wage rates, daily working 
hours, time and conditions of wage payment, basis of wage calculation, 
fines, dismissals wthout notice, and disposition of forfeited wages. These 
regulations are made by the Leader (employer) and cover a single plant 
or establishment. Second, there are labor regulations, covering homrs, 
wages, vacations, dismissals, and many other labor conditions, which 
may apply to a group of plants, a whole industry, or several industries 
in one district or several districts. These regulations are issued by the 
L4bor Trustees. There is one Labor Trustee in each of the 14 districts 

“Ifcfd., p. 482. 
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into which Germany is divided for die purposes of die estate of industry 
and trade. The Trustees are expected to maintain industrial peace, over- 
see die appointment of advisory shop councils of workers, approve or 
remove members of these councils, approve or disapprove the establish- 
ment of regulations and supervise dieir administration, and issue labor 
regulations.^’’ Tlie regulations of the Labor Tnistecs supersede those 
of the individual employers whenever die two cover similar points. 

Hie supporters of National Socialism contend that the employer’s 
domination over labor is not so complete as might be supposed from the 
above description, despite die fact that the use of strikes, boycotts, and 
other labor weapons is forbidden, for the law forbids die employer to 
misuse his powers or exploit his employees. Tlic Labor Trustees and the 
so-called Courts of Social Honor are authorized to bring offending em- 
ployers to justice. If a worker feels diat his employer has been mistreat- 
ing him, and fails to get satisfaction through the shop council, he may 
appeal to die Labor Trustee of his district. If the latter thinks the case 
worth pursuing, he proposes proceedings before die Court of Social 
Honor. Such courts may punish employers severely for malicious ex- 
ploitation of labor, for willful insults to social honor, and for non-com- 
pliance with \vritten ordinances of Labor Trustees. Malicious exploita- 
tion of labor includes unlawful overtime work,'paying wages below die 
prevailing wage scales, undue speeding up of labor, providing unsanitary 
working conditions, and the denial of vacation rights. Insults to social 
honor include such matters as arbitrary dismissal and the use of insulting 
language. It is claimed that cases which come before the Courts of Social . 
Honor are decided promptly and with justice to the workers. 

On the other hand, opponents of the present r6gime charge that die 
Labor Trustees and Courts of Social Honor are mere makeshifts designed 
to conceal the domination of workers by employers. Tliey say that Labor 
Trustees really work hand in glove widi die employers, and are dis- 
posed to protect the employers’ interests at all costs. Each Court of 
Social Honor consists of a judge, an employer, and one member of a 
shop council. Such a court is not likely to be biased in favor of labor. 
Most cases are brought to court by loorkers, because employers can usu- 
ally have their way without resort to the courts. Most cases are decided 
in favor of the workers, because workers are unlikely to appeal to the 
courts unless their cases are so strong that even a biased court would 
decide in their favor. The Courts of Social Honor may punish workers for 
“bringing unfounded complaints” against employers,- for “maliciously in- 
citing other workers to discontent,” or for disclosing confidential informa- 
tion about the enterprise. 

However, the new system is not altogether satisfactory even to die 
employers themselves, despite the great power they exercise. They are 

” Monthly Labor Review, January, 1938, pp, 94-97. 
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restricted in many matters by regulations from above, must give their 
workers vacations, must pay wages for time spent by workers at Nazi 
ralKes or in other activities required by the government. To be sure 
labor has no legal right to strike, but unsanctioned strikes have sometimes 
occurred, and there has been considerable soldiering on die job in Ger- 
man industry. Because of their fear of a new undercover revolutionary 
movement among workers, employers have sometimes maintained fac- 
tory poh’ce who are prepared at all times to handle workers’ uprisings. 
If workers do not obey their employers, the police may be called in, 
but it is believed by some persons that many employers would prefer the 
old union organizations, wth all their strikes, to the new situation. 

Wages and Employment.— While the German workers seem virtually 
powerless in labor relations, official Nazi statistics indicate that they have 
not fared so badly since 1933. When the National Socialists came into 
power, there , were some six or seven million persons tmemployed in 
Germany. The National Socialist government immediately began an 
attack on the unemployment problem. One of the measures adopted 
was td shift people to the farms where there was a shortage of labor. 
The lack of farm workers was attributed to the continued growth of 
intensive farming, and to the tendency of farm workers to leave the 
country and obtain more profitable work in the cities. It was also dis- 
covered that the age ratios in some industries were not in line wth the 
political-social needs of the cormtry. The revival of trade had contributed 
largely to the benefit of the younger rather than the older workers, and 
the government used its power to aid these older laborers. A plan was 
set up for transferring workers from one area to another. Employers were 
required to secure permits from the .government when they wished to 
employ workers under 25 years of age, and a government^ bonus was 
granted to employers who hired additional workers of 40 years or over. 

Governmental labor exchanges were set up to assist in securing re- 
employment for labor. It was intended that, through these exchanges, 
vacancies occurring in industry would be filled at once, ■without slowmg 
down the rate of production of any enterprise. Moreover, these exchanges 
were expected to fill vacancies with workers whose abilities and training 
suited them for the positions in question. To gain these ends, it was held 
that the placement of labor had to be strictly controlled by the govern- 
ment in the interest of the national welfare, and drat the -restrictions 
placed upon the free choice of occupations by workers would have to 
continue even after the immediate problem of unemployment was 
- solved. ■ 

In addition to these measures, a great public works program was car- 
ried out; loans, subsidies, and tax remissions were granted to industries; 
the withdrawal of women from industrial empIo}Tnent was encouraged; 
pressure was brought to bear on private employers; and “substitute em- 
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ployment” in labor camps at low wages was provided for many workers. 
Following 1935, the rapidly expan^ng armaments program, the drive 
for national economic self-sufficien<y, and the demands for goods con- 
sumed in actual warfare not only created employment for all, but led 
to a serious labor shortage. 

Hourly wages in Germany fell sharply from 1929 to 1933, and in 1934 
they were stabilized at the low levels then prevailing. It seems that they 
have not been raised since that time. However, because of increased 
employment, longer working days, and other factors, total wages in die 
economy rose by some 6 billion marks from 1933 to 1937. OfBcial statistics 
indicate that real wages were somewhat higher in 1938 than -in 1932. 
However, since much of the increase in national income in this period 
consisted of armaments and facilities for producing substitute goods, it 
is diflScult to believe that real wages could have risen greatly. 

International Trade and Foreign Exchange.— Within the framework of 
the estates and the agencies for handling labor relations, the government 
controls economic activity tllrough restrictions on international trade, on 
the use of foreign exchange, on the use of raw materials, on production 
directly, on prices and wages, and on many other phases of economic 
life. Restrictions of the first three types arose in part out of Germany's 
past difiiculties in trade and exchange, and in part from the desire for 
economic self-sufficiency. After the first World War, Germany, deprived 
of her colonies and some of her industries and former domestic sources 
of raw materials, was forced to depend upon other countries for much 
foodstuff and raw materials. As we saw in an earlier chapter, she was 
able, for several years, to pay for these goods and for reparations only 
by borrowing heavily in other countries. In the post-1929 depression, 
these sources of new credit dried up, and Germany was no longer able 
to make the foreign payments expected of her. This situation eventually 
resulted in Germany s refusal to make payments on account of principal 
and interest to creditors in other countries. The Gennans did not view 
this action as repudiation, however, for German debtors were forced to 
continue to make payments on account of interest and principal in terms 
of marks. These payments were made to German financial institutions for 
the benefit of foreign creditors, but the funds could not be transferred 
to other countries. 'They might be used to pay traveling expenses in 
■ Germany, for new investments or reinvestment in Germany, and for 
meeting various lands of obligations in Germany. 'They could not' be 
sent abroad because Germany was unable to acquire necessary foreign 
exchange balances abroad from which payments could be made in for- 
eign countries. There is little doubt about the genuineness of the Germany 
financial difficulties, for, in addition to making nonnal payments abroad 
for imports and on account of principal and interest, she would have been 
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compelled to malce large payments to foreign creditors who were de- 
sirbus of recalhng their investments in Germany through fear of the 
present regime. However, her action am^ounts to repudiation of her obli- 
gations, from the point of view of many foreign creditors. 

As a result of this situation, the German government has greatly re- 
stricted international trade and the use of foreign exchange. It has limited 
imports to goods that were urgently needed, and for which payments 
could be made out of foreign funds acquired through German exports. 
That is, the general rule has been not to,import unless and until it was 
definitely known where and when foreign sales could be made to pay for 
the imports. Permits are required in order to import goods or use foreign 
exchange, and exporters must sell their foreign exchange to the govern- 
ment for marks. Some imports have been paid for with “blocked marks” 
(which can be spent only in Germany), and other goods have been 
secured on a barter basis. Marks of difiFerent values have been introduced 
for the purpose of obtaining trade advantages. The net result has been 
endless complexity and confusion. Since 1934, foreign exchange control 
has operated through 25 Control Boards, eadb responsible for difFerent 
types of imported goods. The Boards decide the lands and quantities of 
goods to be purchased and the countries to be favored with orders, and 
assign the necessary foreign exchange certificates or permits. A single 
bank is said to have maintained a stafiF of 500 officials for dealing with 
foreign, exchange transactions and regulations. These regulations are 
strict, and heavy punishments, indudffig even the death penalty, are 
provided for their violation. 

Raw Material Controls.— In spite of all efforts to obtain an adequate 
supply of raw materials, German industries have suffered from an acute 
shortage of raw materials, and the shortage has sometimes held up 
work for weeks or even months. At one time it was reported that ship- 
yards could obtain steel plates only after waiting eight months from the 
date of order. Another stoij' tells of automobile manufacturers who or- 
dered tires in early June and received them in mid-November. In gen- 
eral, manufacturers have been able to secure limited quantities of needed 
raw materials only by application, supported by data on past consump- 
tion and present stocks, and accompanied by proof of orders in hand for 
the finished products. In some industries, die establishment of new firms 
requiring the use of important and scarce raw materials has been for- 
bidden imless permission was specifically granted by governmental 
authorities. 

The Control of Prices.— The German govermnent has complete control 
over prices. Following earlier experiments, a decree of November 26, 
1936, required the stabilization and maintenance of all prices of com- 
modities and ser\'ices at the levels prevailing on October 18, 1936. A price 
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change requires tlie permission of the Price Commissioner, who may also 
change prices on his own dnitiative. According to official statistics, prices 
have been kept very stable. From 1933 to tlie date of the 1936 decree, 
both wholesale prices and cost of living rose moderately, but, from early 
1937 to the end of 1938, wholesale prices rose by less tlian one per c-ent.” 
German official reports indicate diat prices have -maintained their stability 
even under actual war conditions. 

Investment Credit.— Investment credit is also controlled by tire Nazi 
government. In 1938, new issues of securities totaled 8673 million marks. 
Of this total, 7744 millions were securities of the German government.*® 
The funds raised by the government are used for armaments, for the 
production of substitute goods, and for the encouragement of essential 
industries. Even tlie relatively few securities (stocks and bonds) issued 
by private industries must be used to raise funds for projects which are 
considered necessary by those who direct the self-sufficiency program. 

The Self-sufficiency Program.— The German self-sufficiency program is • 
even more comprehensive and far-reaching than tliat of fascist Italy. 
Under the Four-Year Plan, German agriculture was expected to increase 
the output of foods and raw materials already being produced in Ger- 
many but in insufficient quantities. Farmers were asked to double the 
number of sheep raised for wool, and to double also the quantity of 
land used for raising fibrous and oil-bearing plants. As in Italy, efforts 
have been made in Germany to increase the supply of fanning land by 
draining swamps and reclaiming meadowland. The government has also 
encouraged the movement of population back to die soil, where families 
can at least produce their own food. In developing substitutes for scarce 
materials, attempts have been made to have concrete serve for steel 
in building construction, plastics for steel in manufacturing, glass for 
metal in containers, and alcohol for gasoline as motor fuel. Aluminum 
has been substituted for tin, zinc for brass and bronze, and copper for 
lead. 

In the field of artificial substitutes, textiles made from “cell wool” 
(developed from both wood fiber and skimmed milk) have partly sup- 
planted wool and cotton materials. Synthetic rubber and synthetic gaso- 
line are also being produced in substantial quantities. Fish -skins are made 
into imitation leadier,- and potato peelings into linoleum and corks. An 
“excellent” butter is made from coal tar. It was discovered that 32 pounds 
of cheap fish would yield one pound of extract which is said to equal 160 
hens’ eggs in food value. The German authorities claim to save 400 mil- 
lion eggs a year through the use of these “Viking eggs.”®’ 


“ New York Times, July 10, 1939. 

*®^C^Remann, The Vampire Economy, New York, The Vanguard Press, 1939, 

7 000 ^' Ellsworth, International Economics, New York, The Macmillan Company, 
XQoo^ p. o06« 
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The EflFects of Self-sufficiency.— The economic consequences of this self- 
sufficiency program are not wholly satisfactory. Since farmers now cany 
agricultural production beyond the point at which, as private enter- 
prisers, they would normally stop producing, they get into the field of 
high costs, with the result that prices are usually high and indiwdual 
consumption is. restricted. In general, substitute products are less satis- 
factory than the goods they replace. If, for example, better buildings 
could be constructed by using more concrete and less steel, it is reason- 
able to suppose that builders would have reah'zed this fact, and acted 
upon it, long before the adoption of the self-sufficiency plan. 

Tlrere is abundant evidence that many of the ersatz products are mere 
makeshifts, and that they have not come into popular favor. In the 
first place, these substitutes are usually costly. Synthetic gasoline costs 
35s times as much as imported gasoline would cost, s)'nthetic rubber 
about 6 tunes as much as natural rubber, and the lowest priced cell wool 
textiles SO to' 40 per cent more than natural textiles. Second, these sub- 
stitutes are often of poor quality— clothing made of cell wool is stiff, 
heavy, and disposed to retain moisture, and synthetic gasoline is too 
poor in quah'ty for use in aviation, according to some experts. Finally, 
the manufacture of substitutes gives rise to fresh problems elsewhere 
in die economy. If textiles are made of milk or wood, the result may 
be a shortage of these two essential goods. The manufacture of 
synthetic rubber requires more machinery than the manufacture of 
natmal rubber, Fimds must be found for financing the productive facili- 
ties required in producing the synthetic substitutes; and these fimds 
are often taken from established industries, wth the result that the plant 
and equipment of these older industries are allowed to run down, and 
their products become higher in price, or poorer in quality, or both. 
A policy of self-sufficiency may be necessary in time of war, but it can- 
not be justified on strictly economic grounds.* 

Public Finance.— Germany’s self-sufficieniy and rearmament programs 
have had a striking effect on the government’s financial position. Govern- 
mental expenditures increased from 9,7 billion marks in 1933-34 to 25.0 
billions in 1937—38. Taxation in the same period of time increased from 
6.8 to 14.0 billion marks per year, and governmental borrovnng increased 
from 2.1 to 9.3 billion marks. The national debt, which was \viped out 
during Ae post-war inflation, rose from 9.5 to 38_ bilhon marks in the 
years 1933 to 1937. We see, then, that public expenditures almost tripled, 
and taxation more than doubled, in a period during which the national 
income was increasing by about 50 per cent.“^ In 1941, with a national 
income of about 100 bilhon marks, the German government was spend- 
ing at the rate of about 80 bilhon marks a year. Receipts from taxation 
amounted to only 27.2 bilhon marks in the fiscal year 1941, and the na- 

^ Living Age, April, 1938, pp. 110-116. f 
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tional debt on June 30, 1941, was more tban 101 billion marks, or about 
ten times as great as in 1933“ 

The Population Policy.— Despite its attempt to' bring about economic 
self-sufficiency for Germany, its early difficulties in finding useful work 
for its labor supply, the fexisting population pressure, and the alleged 
need for colonies. National Socialism, like fascism in Italy, has followed 
a policy of encouraging the growth of population. This policy must be 
interpreted, therefore," as one which is pursued for military purposes. 
Governmental loans have been granted to young married couples, the 
cost of education and other expenses of rearing children have been re- 
duced, and the income tax laws have been amended in favor of tax- 
payers with large families. Single-payment bonuses have been offered to 
the parents of large families, and in July, 1936, it was announced that 
a supplementary bonus of 10 marks a month would be paid to parents for 
their fifth child,, and yet another for every additional child after the fifth. 
In Germany, as in Italy, in spite of ail forms of governmental encourage- 
ment, the birth rate shows Kttle inclination to rise. From 1934 to 1938, 
the excess of births over deaths remained stationary at 7 per thousand of 
population, as compared with 12.4 per thousand in 1913.“ 

The Results of National Socialism.— It is difficult to make a satisfactory 
evaluation of the accomplishments of National Socialism, for the' party 
has been in power for only a relatively short time. Moreover, its economic 
policies have been in effect during a period of time in which economic 
recovery has been taking place all over the world. Again, since official 
statistics in Germany are controlled by the party, there is some question 
of their reliability. The statistics on economic progress under National 
Socialism are imposing. They indicate, from 19^ through 1939, the con- 
quest of unemployment, with an increase in employment from 11,470,000 
to 21,840,000.“ The industrial production index rose from 54 in 1932 
to 126.8 in 1938 (1928 = 100). Germany’s share in world industrial pro- 
duction increased from 8.4 per cent in 1932 to 13 per cent in 1938, and 
her national income increased from 42 billion marks in 1932 to 76 billions 


in 1938 “ (over 100 billions in 1940 and in 1941). 

However, as we noted previously, the gains in employmentj produc- 
tion, and national income took place without a corresponding increase 
in goods available for consumption, and, indeed, with an actual decline 
in standards of living. It follows that these statistics can be interpreted 
fairly only in the light of the nature and content of the Nazi policies. • 
It is necessary to recognize that in Germany, -as in Italy, the interests of 
individuals are regarded as unimportant as compared with those of the 

Foreign Commerce Weekly, May 24, 1941, pp. 834, 335, and September ZO, 
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nation or race. The policies of National Socialism seem to be directed defi- 
nitely toward enhancing the power and prestige of the nation or race, 
rather than toward producing a more abundant economic life for the 
citizens of Germany. National. Socialism does not appear to be a system 
under which the individual could ever have achieved a large measure of 
economic welfare, even if Germany were able to establish a “New Order” 
in Europe and hold a permanent position as a dominant world power. 
But the possibility of Nazi control of Emope is steadily growing dim- 
mer. By challenging the military^and economic im’ght of both the British 
Empire and the United States, Germany appears to have got herself into 
a desperate situation w'hich must inevitably result in the destruction not 
only of her armed might but also of National Socialism as a political 
and economic system. 


1. Why is fascism often confused widi socialism and communism? Explain. 

2. In what ^vays has the organization of die Italian government been changed 
under fascism? 

3. “Italy, under fascism, has a one-party sj'stem of government.” WTiat is 
meant by this statement? 

4. What is the status of individual rights and liberties under Italian fascism? 
Explain. 

5. Eimlain the fascist theory of the state. 

6 . Did fascist Italy originally set out to operate a ^stem of national economic 
planning? Explain. 

7. W'hat diiferences have there been, as between Italy and Russia, in the 
original sources of support for the party now dominant, and in the reasons 
for subordinating the interests of individuals to those of the state? 

8 . Has the Italian economy, like the Russian, been immune to business de- 
pressions and unemployment? WTiy? 

9. Explain the nature of the Italian “corporations.” 

10. How do the corporations serve as instruments of governmental economic 
control? 

11. How are workers and employers organized for dealing with each other 
under the fascist system? 

12. How are labor questions settled xmder the fascist sj'stem? Explain. 

13. How would you evaluate the results of the fascist labor policies? Explain. 

14. Does fascist economic policy -include price controls? Explain. 

13. Why has Italy adopted a poh'cy of trying to achieve economic self- 
sufiBciency, and what are the various phases of the policy? 

16. How does this polity affect the economic welfare of the indiWdual 
citizens? Explain. 

17. Comment on the reasons for, and the nature and results of, the Italian 
population policy. 

18. How has the financial situation of the Italian government changed under 
fascism? "Why? 

19. “The Italian fascast sj'stem seems to be of little use either for w-ar or tor 

peace.” Explain. j xt i 

20. How does the governmental organization in Germany under iNauonai 

Socialism compare with that of Italy under fascism? Explain. 
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21. Are individual rights and liberties well protected in Germany at tlie 
present time? Explain. 

22. What difiFerences may be noted, between Italy and Germany, in the sup- 
pression of opposition to the Fascist and National Socialist Parties? Explain. 

23. How do Italy and Germany compare with respect to tlie nature and extent 
of governmental control over economic activities? 

24. Compare the German ."estates” with die Italian "corporations." 

25. Contrast the German and Italian systems of handling labor relations. 

26. What have been the net results of the National Socialist labor policies? 

27. How can it be argued tliat German workers as a whole have not fared 
badly under National Socialism? 

’ 28. Describe the governmental controls over international trade and foreign 
exchange in Germany under National Socialism. 

29. How are German enterprisers controlled with respect to production and 
the use of raw materials? 

30. Describe tlie National Socialist methods of controlling prices and the 
use of investment credit. 

SI. Show fliat the National Socialist program for economic self-sufficiency is 
essentially similar to the fascist program in Italy. 

32. Compare tlie financial positions of tlie German and Italian governments. 

83. “The National Socialist program for population increase uses the same 
devices and lias die same indefinite results as the fascist program in 
Italy.” Explain. 

34. What is your final estimate of the results of National Socialism in Ger- 
many? 
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THE AMERICAN ECONOMY IN WARTIME 
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EcxJNOi^nc life consists of making goods to satisfy human wants. This is 
quite as true in wartime as in time of peace. \\^en threatened by mili- 
tary aggression, the people of a nation, if they value their sovereignty, 
choose tanks, planes, and guns in place of the luxuries and comforts of 
ordinary times. These engines of destruction become, for the duration 
of the war, the means of satisfying human wants, and the nation directs 
its economic life chiefly toward the production of these urgently needed 
goods or almost surely goes down in defeat This is peculiarly true of 
present-day warfare, which can be waged successfully only if manpower 
is backed up by enormous quantities of heavy equipment. According 
to one military expert, “There must be about nineteen men behind every 
marl behind a gun to keep the modem war machine going.” * Some of 
the .nineteen are on the field of batde, maintaining supply routes, com- 
munication lines, and repair service, but many are on farms or in mines, 
mills, and factories which may be thousands of miles from the scene 
of actual conflict. We shall xmdertake, in the following pages, to indicate 
some of the important changes that the second World War has made in 
American economic life. 

These changes do not date from the Japanese attack upon Pearl Har- 
bor and our formal entry into the war, but rather from the declaration 
of war against Germany by Great Britain and France in September, 
1939.’ The militaiy unpreparedness of these two nations, and the neces- 
sity of securing war supplies wath all possible speed, led them to order 
large quantities of such goods from the United States and caused some 
American business concerns to shift from peace to war production. The 
passage of the Lease-Lend Act in March, 1941, and several huge appro- 
priations -for American national defense still further -stimulated the out- 
put of war goods. Finally, our own declaration of war agamst Japan, 
Germany, and Italy in December, 1941, committed us defimtely and 
irrevocably to the maximum production of war equipment of all kinds, 
not only for our own use but for the use of our alhes as welL 

^ Hanson W. Bald\vin, in New York Times, December 30, 1941. 
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AmEEICAN PHODUCnON IN Wabitme 

Permanent preparation for war is a characteristic of the fascist states- 
This characteristic is quite in keeping with fascist ideology, for fascism 
insists upon the necessity and desirability of war, and glories in achieve- 
ment through force of arms.® Indeed, it is not too much to say that the 
goal of fascism is national supremacy, won and maintained by milit^ 
power; and the attainment of this goal necessitates the development of 
a great war machine. Democratic nations, though seldom "too proud to 
fight” if suflSciently provoked, are ordinarily more interested in pursuing 
the arts of peace than those of war. Their goal is more likely to be liigh 
standards of living gained through economic progress than naUonal glory 
won by military threat or actual conquest. 

Military Handicaps of Democratic Countries.— On this account^ demo- 
cratic nations are at a disadvantage when attacked by fascist powers. 
Their annies are usually smaller or less well trained than the armies of 
their antagonists; and Ae equipment available for dieir use is likely to 
be inferior, in both quality and quantity, to that of the fascist armies. 
What is true of the army is equally true of die naval and air forces of the 
democratic countries. Not because they are “soft” and decadent, but 
because they ordinarily emphasize the production of commodities and 
services which contribute to "the good Kfe,” the people of the democracies 
commonly lose the early batdes of a war that is forced upon them by 
fascist aggressors. Sometimes, of course, this initial handicap proves fatal 
and die poorly prepared country falls, as France fell in 1940. But if a 
peace-loving and economically strong country can withstand the early 
attacks of the enemy, it may be able to marshal its productive agencies 
in a war efiFort which will enable it to win out in the end— for, other 
things being equal, it is likely to be able eventually to outstrip the mili- 
taristic nation on the “economic front” where the outcome of modem 
warfare is often determined. 

Warfare and Economic Goods.— Writers on economic theory often 
urge their readers to distinguish carefully between “goods phenomena” 
and “money phenomena.” Their purpose is to stress the point that the 
economic process deals primarily with economic goods, and that these 
goods are produced by land, labor, and capital. This basic fact is made 
espedally clear in wartime. When a nation is at war, the strength of its 
economic front-and therefore, to a considerable extent, the outcome of 
the war—depends upon the quantity and quality of the agents of produc- 
tion it can muster into its service. The problem of “financing the war” 

"fascist state” may properly be applied to Italy, Germany, and Japan. 
In au of these countdes, the glorification of the state and its militant leaders, rather 
than the welfare of the citizenry, is an outstanding diaracteristic. 
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is one of relative unimportance. It was once freely predicted that Ger- 
many, Italy, and Japan could not possibly wage a long war, because the 
enormous cost of present-day warfare would banhupt these countries in 
a few months, or in a few years at most! But we now know that so long 
as men are available for fighting, and so long as land, labor, and capita 
can be had for producing the necessary fighting equipment, the question 
of money fades into the background and the war goes on. The reason 
is that wars are fought %vith men and economic goods, and not \vith 
money. 

The .prosecution of a war increases enormously the demand for eco- 
-nomic goods, and much of this demand is for gooi that are not produced 
extensively, if indeed they are produced at all, in time of peace. In the 
case of the United States, the goods needed for war proposes might be 
secured ( 1 ) by increasing total production; ( 2 ) by diverting land, labor, 
and capital from ordinary to war production; and (3) by “living on 
principal,” in the sense of failing to repair or replace some l^ds of capi- 
tal as they wear out. It is reasonable to suppose that we are using all 
of these measiures to increase the current output of urgently needed 
goods, for all three would seem to be essential to an “afi-out” war ef- 
fort, in the absence of which we could not hope to attain the maximum 
production of war supplies. To these three methods of obtaining neces- 
sary goods may be added, for our allies in the United Nations, the loan 
(or gift) of supplies under the Lease-Lend Act; and, for the Axis Powers, 
the confiscation of the resoiuCes of countries which they have subdued 
and occupied. 

Increases in the Volume of Production.— The British and French ap- 
peals for ^var supplies, and our o^vn determination to arm for defense, 
came at a time when the United States was still feeling the effects of 
tibe‘ post-1929 depression. This sudden demand for large quantities of 
goods found us, tiierefore, widi a good deal of imused industrial ca- 
pacity in many branches of production. For example, only 72.7 per cent 
of our facilities for producing steel were in operation in September, 
1939, but by June, 1942, the production of steel had been stepped up to 
99.3 per cent of full capacity. Idle labor, too, was ready and anxious to 
go to work, and the two years from March, 1940, to March, 1942, wit- 
nessed the employment of more than five million additional workers, ac- 
cording to the United States Bureau of Labor Statistics. Old plants were 
expanded and new plants of incredible size were erected at amazing 
speed. The total volume of United States’ production increased 51 per 
cent from September, 1939 (when Britain and France declared war), to 
March, 1941 (when the Lease-Lend Act was passed), and 91 per cent 
from September, 1939, to the end of May, 1942 (six months after Amer- 
ica’s entry into tiie war). The fact that our war expenditures totaled 
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more t hgp 25 billion dollars in this period is evidence that much of this 
increase in total United States’ production is attributable to the manu- 
facture of war goods. 

The Diversion of Productive Agents to War Needs.-R is not pos- 
sible, however, to carry on an all-out war merely by increasing total 
production. As more and more men are trained for active combat, the 
demand for war supplies keeps pace, and it becomes necessary to limit 
the output of consumers’ goods and concentrate productive agents upon 
making the things which will contribute directly to the successful con- 
clusion of the war. “Shortages of material, equipment, and transportation, 
and the need to convert industries to a wartime basis [force] the curtail- 
ment of many kinds of civilian production.” * In wartime, the production 
of economic goods is governed by the law of “first things first,” which 
means that the really important goods are those that will aid in crushing 
the enemy. Though not overlooking the wisdom of supplying civilians 
with goods which will keep them at the height of efficiency, our war- 
time leaders franldy and properly recognize that the armed forces have 
first claim upon our productive capacity. “The military forces determine 
the kind and volume of the supplies essential for victory. In turn, the 
War Production Board, ^ manned by civilians, undertakes tlie task of 
meeting diese demands, as well as Aat of continuing the flow of goods 
and services for the maintenance of civilians.” ® The Industry Operations 
Division of the War Production Board handles, among otlier tilings, the 
conversion of productive agents from ordinary peacetime uses to the 
more important uses dictated by die necessities of war. An illustration 
of such conversion is the stoppage of automobile production in certain 
factories several years ago, and the employment of those plants for the’ 
manufacture of airplane motors. 

The Postponed Replacement of Capital.— In times diat are ordinary, 
it is sound business practice to see that capital is maintained, either by 
keeping it in constant repair or by setting aside a fund with which new 
equipment can be bought when the old is worn out. In wartime, however, 
capital is often deliberately allowed to “run down,” and the productive 
agents which might have been used in its upkeep are employed for in- 
creasing still further the volume of much-needed goods. TTiis procedure 
may be entirely warranted under die abnormal conditions of war. Of- 
fice buildings, hotels, stores, factories, mills, and railroads, as well as 
private dwellings, can often go for years without major repairs and with- 
out suffering irreparable damage. Under government control, the rail- 
roads of the United States continued to transport passengers and frei^t 

* Survey of Current Business, Aprfl, 1942, p. 8. 

* Described in a later section. 

“National Industrial Conference Board, Ihe., Americas War Effort, May. 1942 

p. 10. 
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requirements to be balanced against total available supplies three months 
ahead. He makes a 'detailed breakdown of critical materials used and required, 
inventories on hand, shipments made and unfilled orders, by class of product 
and by end-use destination (army, navy, farm-machinery uses, chemical- 
industry uses, etc.)-^ving the Board a many-dimensional view of the whole 
of war production and its flow, item by item. He also makes a blanket dollar 
estimate of his maintenance and repair needs. W.P.B. analysts swiftly pref- 
erence-rate each item, the Raw Materials Division . . . marks the percentage 
of requested material that can be granted, . . . and the results go to the proper 
W.P.B. industry branch heads to deal out (allocate) the materials as specified. 
This statistical method . . . yields djfnamic statistics, a running analysis of 
broad United States’ industrial requirements, as against tlie static statistics of 
the Bureau of the Census. If [the Production Requirements Plan) is allowed to 
operate functionally within its broad concept over the whole of United States' 
military, industrial, and civilian requirements, mandatory upon all, it can de- 
velop a completely democratic system of allocations, dealing out materials from 
the bottom up upon a company by company basis. . . . P.R.P. is a great 
national budget or materials, a uniform accounting system, to balance supply 
against demand.® 

The Production Requirements Plan ^s primarily a method for directing lini- 
ited materials in specific amounts for specific end-uses to the war economy. 
... By shifting supplies away from non-essential uses, it can be used as a 
direct instrument to guide conversion to more essential war products.’^ 

Our Military Production Program.— A glance at the formidable list of 
appropriations for military production gives some idea of the heavy 
burden of responsibility that has been shouldered by die War Produc- 
* tion Board. These appropriations, as of November 30, 1942, totaled 238 
billion dollars; and to this enormous amount President Roosevelt pro- 
posed, in his budget message of January 11, 1943, and Congress promptly 
appropriated, an addition of 97 billions for war purposes in the fiscal year 
ending June 30, 1944. But such sums are more quickly appropriated than; 
actually exchanged for needed war equipment. We spent only 26 billion 
dollars on war goods in the fiscal year 1942. However, in the calendar year 
1942 we spent approximately 55 billion dollars for war purposes; ® our 
actual war expenditure in the fiscal year 1943 was 72 billion, and our 
estimated war expenditure for the fiscal year 1944 is 97 billion dollars. 

The military requirements of die country have necessitated not only 
the full utilization of existing plants capable of producing war supplies 
and the conversion of much peacetime equipment to war uses, but also 
an addition to productive capacity in the form of new industrial plants. 
Up to March, 1942, Congress had appropriated 14.4 billion dollars for 
constructing industrial plants required in war production, and by that 
date private business concerns had spent 2.3 billions of their own money 
in equipping themselves to cany on war projects. The National Indus- 

® Fortune, June, 1942, pp. 100, 101. ' 

^ Ibid., June, 1942, p, IM. 

® Ncu) York Herald Tribune, January 3, 1943. 
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trial Conference Board underlines the immensity of tibis plant expansion 
(totaling 16.7 billion dollars) by comparing it wth the net book value 
of all manufacturing plants in the United States in 1940 (amounting to 
22.5 billion). The comparison shows that in less than hvo years there 
was an increase of alniDst 75 per cent authorized, and in large measure 
actually achieved, in the productive capacity of American manufacturing 
plants.® The justification of public payment for industrial plants to be. 
used in war production is found in the temporary nature of such produc- 
.tion. Private enterprise can scarcely be expected to spend billions for 
durable productive agents which will have outlived their usefulness, and 
hence be rendered virtually worthless, when hostilities have -ended. Both 
expediency and fairness suggest that new wartime plants that are of a 
distinctly emergency type should be built and equipped at government 
expense. For the government to do less would probably interfere seri- 
ously with the attainment of maximum production at the earliest possible 
moment. ^ 

The Flow of War Goods.— To those who are impatient for the great 
military successes that wait upon the full mobilization of American •in- 
dustrial resources, wartime production must at first seem unbearably 
slow. But if at the outset it is slow, the reason is that the process of making 
war supplies is, in some instances, Very roundabout. Much groundwork 
must be done before the planes, tanks, and shells begin to come off the 
assembly line. The appropriation of funds is a mere starting point, to be 
followed by the erection of a suitable plant; the procurement of machin- 
ery, materials, and labor; the development of a production schedule; and 
attention to scores or himdreds of other matters which must be looked 
after before usable goods are produced. Consequently, much of our 1942 
war effort was of necessity devoted to building up productive opacity. 
There had been, for ftjample, a serious shortage of machine tools— “the 
machines that make the machines”; but in 1942 we turned out twice as 
much of this vital equipment as in 1941, and more than seven times our 
output in the pre-war year of 1939. Our production of steel amounted to 
an all-time highj with an increase of 5 per cent over 1941, and 60 per cent 
over 1939. Exact figures on aluminum output are a militaiy secret, but 
American production in this field is kno\vn to have been at least 50 per 
cent more in 1942 than in 1941, and 150 per cent more than in 1940. 

The details of wartime production are not, in general, made public, 
.but President Roosevelt reported, for the calendar year 1942, the pro- 
duction of 48,000 planes, 56,000 tanks and self-propelled artillery pieces, 
more than 8 million tons of shipping, 670,000 machine guns, 10 billion 
rounds of small arms ammunition, and 181 million rounds of artillery 
ammunition. Perhaps even more significant than these specific data is 
the fact that, according to .the War Production Board, the rate of war 
^ America’s War Effort, p. 7. 
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production by American industfy was four times as great in December, 
1942, as when we declared war on the Axis powers a year earlier. Decem- 
ber, 1943, found us with our industrial resources so fully mobilized that 
we and our. allies had clearly left the Axis powers far behind in the pro- 
duction of war equipment. * 

Deliveries Under the Lease-Lend Act.— On March 11, 1943, it was 
officially announced that commodities and services to tire amount of 
more dran 9 J 2 billion dollars had gone from this country to our allies of 
the United Nations, under the provisions of die Lease-Lend Act, .in the 
two-year period from March, 1941, to February, 1943. About four-fifths 
of these goods consisted of munitions, industrial supplies, and agricul- 
tural products; the other one-fifth took the form of ship repairs, trans- 
portation, and other services. A little more than 45 per cent of the total 
went to Great Britain, almost 20 per cent to the Soviet Union, about 15 
per cent to Africa and the Middle East, a somewhat smaller portion to 
China, India, Australia, and New Zealand, and 5 per cent to other avowed 
enemies of the Axis. For the calendar year 1943, our total shipments under 
the Lease-Lend Act were estimated at 12 billion dollars. Such evidences 
of America s determination and ability to serve as the “arsenal of democ- 
racy” may be expected to increase steadily throughout die duration of the 
war. 

Wartime Problems of Producers.— Wartime production necessitates 
many readjustments that give rise to economic problems for which satis- 
factory solutions are found only with difficulty and delay, and in some 
instances not at all. To concerns which ordinarily engage in the manu- 
facture of war goods, war brings an immediate and enormous demand 
for their products; and for establishments which can readily be con- 
verted from peacetime to wartime production, the coming of war again 
results in large output and handsome profits. Producers of iron and steel, 
ships, explosives, machine tools, airplanes, textiles of various kinds, and 
hundreds of other commodities that play an active part in carrying on 
war activities have economic good fortune almost thimst upon them by 
the stimulating influence of war. But many concerns are hard hit by 
such a turn of events. The greater convenience of placing very large 
orders with a few big firms— instead of employing all concerns, large or 
small, which are able to manufacture a given kind .of war product— has 
prevented many of our small plants from contributing directly to war 
production. And their inability to procure adequate supplies of steel, . 
aluminum, copper, rubber, silk, fuel, and other necessary materials has 
in thousands of cases virtually put the small producers out of business. 
Sometimes the difficulty, for bo& large and small concerns, is a shortage 
of skilled labor, which has been drained off in large quantity into the' 
“essential” industries by the lure of exceptionally high wages. Or die 
problem may be one of a specific governmental curtailment in the. pro- 
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diiction of certain types .of goods, such as refrigerators, office furniture, 
fancy pencils and pens, private dwellings except those of very modest 
cost, and many other commodities. 

Maladjustments such as these are doubtless inevitable when the pro- 
ductive facilities of a country are being concentrated upon the task of 
winning a war. Sudden and extensive economic changes can hardly take 
place, even in time of peace, wthout affecting adversely the economic 
interests of many members of society. AncJ when changes come as quickly 
as they do in wartime, and alter the very nature of one-half of the 
economic goods a nation tons out, they are bound to disrupt the plans 
of thousands of business concerns and the daily routine of millions of 
employees. In the rush of war, there is little time to seek solutions for 
any but the most serious problems. The result is that many of om pro- 
ductive maladjustments are, in general, accepted as unavoidable “for the 
duration,” and are ^vritten off as one of the costs of modem warfare. 

Wahtime Labor pROBLEais 

In mechanized warfare, the workers who man the machinery of pro- 
duction are quite as necessary as the fighters who man the tanks, sHps, 
and planes that engage in combat. Their work is less exciting, less dan- 
gerous, and better paid than service in the army, navy, and air force; 
but the deferred ratings given to workers in certain occupations under 
our Selective Service System is ample recognition of the essential part 
being played by industrial workers in the second World War. The basic 
principle of sound business management— to employ every worker in such 
a way that his ability ^vill be utilized to the fullest— is equally good prac- 
tice for a nation at war. Manpower is always important when there is 
work to be done, but it is doubly important in wartime. The failure to 
make full use of available human resources weakens a country’s war 
effort, and may prove very costly by delaying the day of victory. 

America’s Wartime Labor Force.^tricdy accurate figures on the quan- 
tity and distribution of labor in the United States are seldom available. 
However, some interesting comparisons of the country’s labor force as 
of December, 1941, 1942, and 1943 (based upon calculations of the Na- 
tional Industrial Conference Board and the War Manpower Commission) 
are given in Table A. These figures «hcJw a decline of 1,000,000 agricul- 

Table a. — Total Labob Force of the United States 



End of 19kl 

End of 1943 

End of 1949 (wf.) 

Civilian industries 

S4.2 million 

26.5 million 

22.0 million 

War industries 

7.0 million 

17.5 million 

23.0 million 

Agriculture 

8.9 million 

8.0 million 

7.9 Bullion 

Armed forces 

2.0 million 

4.2 million 

9.7 million 

Unemployed 

2.9 million 

2.0 million 

1.0 million 


55.0 million 

58.2 million 

63.6 miUion 
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tural workers in the course of two years, a decline of 1,900,000 in the 
number of unemployed persons, and an increase of 7,700,000 in the- 
strength of our armed forces. Especially striking is the decrease of 12,- 
200,000 workers in civilian industries and- the increase of 16,000,000 in 
the number of persons giving their time and energy to war production. 
It may be assumed that the movement of workers from civilian to war 
industries will continue to the end of the war. According to a District 
Director of the War Production Board, it is not unlikely that 25,000,000 
persons will be engaged in war production in this country by 1944.^® 

We do not have satisfactory data on the number of women who have 
entered some phase or other of war work, -but it was estimated in Jan- 
uary, 1943, that there were then 4,000,000 American women war work- 
ers, as against the 500,000 of 1941. The War Manpower Commission 
predicted that the number would reach 6,000,000 by the end of 1943, 
when women would make up 25 to 30 per cent of the total labor force in 
war industries. This is, of course, only part of the story, for hundreds of 
thousands of women have accepted agricultural jobs and hundreds of 
thousands more have taken up other essential civilian work and thus 
released male workers for active combat service. In England, the shortage 
of labor impelled the government, as early as December, 1941, to draft 
even women for work in either the “uniformed services” or war produc- 
tion. By June, 1942, British .women were being interviewed at the rate 
of 50,000 weekly by the Ministry of Labor, and in other women’s services 
at the rate of 20,000 weekly.’^^ Though the United States has not yet had 
to resort to conscription to secure the labor needed in essential indus- 
tries, the growing shortage of manpower suggests that there .was justifica- 
tion for the warning, voiced by a government ofiBcial in 1942, that “the 
conscription of men and women to meet the demands of war on industry 
now looms as a definite possibility.” “ 

Labor Shortage and the War Manpower Commission.— In April, 1942, 
President Roosevelt created the War Manpower Commission “to estab- 
lish basic national policies to assure the most effective mobilization and 
maximum utilization of the nation’s manpower in the prosecution of the 
war,” and named Paul V. McNutt as Chairman of this Commission. 

Until December 6, 1942, the Commission had no power to enforce com- 
pliance \vith its program, but on that date a new Presidential Order gavfe 
the Chairman almost dictatorial authority over the people of this coun- 
try. It empowered the Commission fo decide who should work, where, 
and at what task, and whether he should or should not serve in the armed 

“ Glenn Gardiner, in New York .Times, June 30, 1942. The National Industrial 
Conference Board announced, on August 22, 1943, Aat the number of persons tiien 
employed in the United States had reached 63,500,000. 

^ Tania Long, in Neto York Tirpes, June 30, 1942. 

Glenn Gardiner, in New York Times, June 30, 1942. 
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forces. The Selective Service System was placed under lie War Man- 
power Commission, which was given the duly of providing men for the 
armed forces through the System, was made responsible for training 
workers for vital industries, and was given other important functions to 
perform. 

The necessity for centralization of direction in the utilization of man- 
power, and the substitution of compulsory for voluntary comph’ance 
wth directives, arose \vith the growing acuteness of the labor shortage 
problem in many parts of the country. Among the specific causes of the 
faulty utilization of American labor are the following: **(1) workers 
changing jobs for higher pay; ( 2 ) employers failing to use workers ef- 
fectively; (3) inadequate housing and transportation facilities, causing 
large turnover of workers; (4) employer prejudices in hiring workers; 
(5) labor piracy; ( 6 ) lack of comprehensive tr ainin g programs to supply 
vitaUy needed types of skilled and unskilled labor; and (7) over-concen- 
tration of ^var contracts.” “ 

The manpower problem is not confined to the production of war equip- 
ment, but is apparent in nearly every branch of economic activity. It is 
especially serious in agriculture, from which large numbers of men have 
been dra^vn into combat service and "essential industries.” The threat of ' 
a cripphng shortage of farm labor has emphasized the highly essential 
nature of agriculture in time of war— especially in a war in which we 
must feed not only our armed forces and civilians, but also, to a con- 
siderable extent, the people of all the United Nations. 

By classifying occupations as “non-essential” or “essential” (and as 
“non-deferable” or “deferable” in their relation to active military service), 
by encouraging workers to shift from the former to the latter type of 
jobs, by specifying the conditions tmder which a worker might move from' 
one- job to anotiier, and in other ways, the War Manpower Commission 
has attempted to utilize the labor force of the country for expediting the 
prosecution of the war. However, on December 10, 1943, the President 
signed a law which limited the Commission s power by taking from the 
Chairman the jurisdiction he had held over tire Selective Service System, 
by giving preferential treatment to pre-Pearl Harbor fathers, by requir- 
ing reviews of occupational deferments by appeal boards sitting in regis- 
trants’ places of employment, and by abolishing the Commissions list 
of non-deferable occupations under which registrants in specified occu- 
pations could be drafted regardless of order number or dependency 
status. By January, 1944, it appeared altogether likely that the manpower 
problem might soon require, by way of solution, the passage of a national 
service law which would permit tiie conscription of workers for essen- 
tial industries in case voluntary appeals for additional workers failed to 
provide an adequate supply of labor. 

1 * The Index, Vol. 22, No. 4, p. 74 (New York, The New York Trust Company). 
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Labor Relations in Wartime.— Doubfless the thought that is uppermost 
in the minds of American employers and employees is the necessity of 
winning the war. There is no reason to question the patriotism of either 
of these groups, and it seems fair to say that enterprisers and workers 
alike stand ready to make whatever sacrifices may be required to bring 
victory to the Allies. But probably very fe.w individuals are anxious to 
make greater personal sacrifices than are necessary, and fewer still are 
willing to deny themselves comforts while others are indulging in un- 
wonted luxuries. Carrying on war production under conditions which 
approximate freedom of enterprise is almost certain to lead to confusion 
and misunderstanding, because some individuals seem to gain at the 
expense of others or of society as a whole. Increased demand without a 
corresponding increase in supply brings excessively large profits to cer- 
tain business concerns and excessively high wages to some classes of 
workers. Employers are appalled at Ae cupidity of the relatively few 
workers whose bargaining position in time of war enables them to 
double their wages-, and workers are equally astounded when they hear 
of occasional profits so huge that large bonuses are given to even minor 
executives to avoid the payment of high excess profits taxes. 

War does not alter the general nature of labors objectives. In war- 
. time as in peacetinie, workers are interested in getting high wages, short 
hours, and satisfactory working conditions. The second World War has 
brought higher hourly rates, and larger weekly incomes, in many indus- 
tries. This is particularly true, of course, of shipbuilding, macMne-tool 
manufacture, and other war industries, in which the government pays 
the bill for the products, and pays well to induce speedy delivery. Em- 
ployers in ordinary industries have often been compelled to raise wages 
'in order to hold their labor force. However, wage increases have not al- 
ways kept pace with the cost of living in America, which rose about 20 
per cent from 1940 to January, 1943. The real wages of some workers, 
therefore, showed a decline during tibis period. Hours of labor, too, 
increased somewhat, but usually without serious protest from the work- 
ers, since work in excess of 40 hours a week is usually paid for at die 
rate of time and a half, while work on Sundays and holidays draws 
double the basic wage rate. 

The desire of workers or Employers to gain advantages which were 
not ivillingly granted is indicated by die strikes that have occurred in 
the period of accelerated war production. Organized workers have not 
been slow to demand wage increases which diey said were warranted 
by the increased cost of liying and could readily be paid from the sub- 
stantial profits being reaped by their employers. Some employers, on 
the odier hand, have not hesitated to charge Aat the workers have been 
using the war situation to get higher wages, with die implication that 
a lack of patriotism was involved. This implication is no more applicable 
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to- workers than to those employers who have taken advantage of the 
same war situation to increase their profits. Of course, neither of these 
groups is responsible for bringing about the conditions that make high 
wages and large profits possible. The truth is that both high wages and 
large profits arise almost inevitably out of a state of war, and this condi- 
tion is certainly not Aargeable to either labor or business enterprise. 
However, the workers gains do not necessarily come without a struggle. 
Wartime competition among employers who need scarce labor maij 
lead to voluntary grants of wage increases and other concessions, but 
the war-production strike record given in Table B shows that industrial 


TabIiB B. — Strikes m the United States, 1039-42 
(Source: United States Bureau of Labor Statistics) 


Number of 

Workers 

Man-Daps 

Year 

Slrikes 

Incolced 

■ Idle 

1039 

2613 

1,170,962 

17,812,219 

1940 

2S0S 

576,988 

6,700,872 

1941 

4288 

2,362,620 

23,047,556 

1042 

3060 

707,000 

4,475,000 

1943 (5 months) 

1455 

1,024,000 

2300,000 


conflict* does not declare a truce in wartime. These figures may be com- 
pared with the ten-year average for 1930-39, which show in that decade 
an annual average of 2017 s^es, with 911,575 workers involved and 
14,262,700 man-days idle. (In the first World War there was an annual 
average of about 3000 strikes during the seven-year war and post-war 
period.) It should be added that the 1942 strikes that directly affected 
war work numbered only 1359, with 568,312 workers involved and 
2,095,294 man-days idle. 

The National War Labor Board.— Idle manpower is bad enough at any 
time, since the failure to make full use of human resources results in a 
cmallar national income than would be available if all labor were at 
work. But idle manpower in wartime may bring national disaster by 
limiting the quantity of war materials for the fighting forces or goods 
essential to die continued health and strengtii of the civilians. 

The u^ency of attaining maximum production and the increasing 
seriousness of strikes led to the introduction into Congress of several 
anti-strike bills, but this proposed legislation Nvas rejected in the hope of 
finding voluntary means for settling industrial dilutes and thus pre- 
venting interference %vith production. In March, 1941, President Roosevelt 
established the Defense Mediation Board, whose task was to hold hear- 
ings on industrial conflicts that failed to yield to employer-employee ne- 
gotiations of the usual type. The Board functioned with moderate suc- 
cess, but- its usefulness ended with the so-called Captive Mine Case in 
which, by a nine-to-two vote, the Board rejected the demand of the 
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United Mine Workers of America for a closed shop. The C.I.O. mem- 
bers of the Board promptly resigned, and a strike was called. John L. 
Lewis, president of the union, finally agreed to arbitrate the dispute, but 
only after three requests had been made by President Roosevelt and 
with full knowledge that the third member of this board of arbitration 
would be a man who favored the union demand. The board promptly 
voted to grant the union the closed shop. 

The attack upon Pearl Harbor and the immediate declaration of war 
by the United States brought the strike problem’ to a head and empha- 
sized the necessity of finding a solution. On December 17, 1941, Presi- 
dent Roosevelt called a conference of representatives of labor and in- 
dustry, at which it was agreed that for the duration of the war there 
would be no strikes or lockouts, that all labor disputes would be settled 
by peaceful means, and that a National War Labor Board should be 
established for the peaceful adjustment of such disputes. President 
Roosevelt created this Board, by Executive Order, on January 12, 1942, 
“for the purpose of adjusting and settling labor disputes which might 
interrupt work which contributes to the effective prosecution of the 
war.” The Board consists of four public members, four employer mem- 
bers, and four labor members (two representing the A.F. of L. and two 
the C.I.O.). 

Dr. William M. Leiserson, a noted industrial arbitrator, describes 
the War Labor Board as a body which will arbitrate and make final 
decisions. ‘It is also given authority to mediate and otherwise adjust 
labor disputes,” he writes. “Under this authority it has reestablished the 
panel system of mediating disputes as it functioned under the Defense 
Mediation Board, and a large number of alternate labor and employer 
members and associate pubhc members have been appointed to man 
these panels. The panels will no longer make recommendations to the 
parties, but will report their recommendations to the Board. Disputes 
will still be certified to the Board by the Department of Labor after its 
Conciliation Service has failed to settle them, but the Board may take 
jurisdiction of any dispute in a war industry on its own motion. In gen- 
eral form and function, therefore, there is no essential difference be- 
tween the former Defense Mediation Board and the present War Labor 
Board. One was a mediation board diat arbitrated; the other is an arbitra-- 
tion board that mediates." ” 

Anti-strike Legislation.— The National War Labor Board had an ad- 
• vantage over the Defense Mediation 'Board in starting out with a 
definite agreement by labor and industry to outlaw strikes and lockouts 
temporarily. Though this agreement has not wholly prevented strikes, as 
we have seen in Table B, the number and seriousness of work stoppages 
have been materially reduced. However, the fact that there were some 
United States News, February 27, 1942, p. 36. 
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actual str^'es and toeats of others in important fields of production 
(notably in the mining of coal) led Congress to pass, on June 25, 1943 
over the President s veto, the ConnaHy-Smith Bfil, which is kno\ra also 
as the War Labor Disputes Act. This Act relates to establishments 
‘which may be required for the war effort or which may be useful in 
connection therewith.” It authorizes government seizure of private plants 
in which production has been interrupted by strikes, provides (1) for 
mamtaining the same working conditions as prevailed prior to govern- 
mental possession, and (2) for penalties against persons instigating or 
aiding any strike, slow-down, or interruption in plants taken over by 
the government. It also requires that thirty days' notice of a labor dispute 
must be given, and that after the expiration of this waiting peiioa a 
secret strike ballot shall be conducted by the National Labor Relations 
Board for the purpose of determining whether a majority of the workeri 
favors going on strike. 

This anti-strike bill has been severely criticized by labor, by impartial 
^students of labor problems, and by a good many business men, as being 
unlikely to improve the situation. It is regarded by many observers as 
being incapable of effective enforcement, and it is feared that it may en- 
courage rather than discourage strike sentiment among groups of work- 
ers' who are seeking relief from what, rightly or wrongly, diey regard 
as more than their fair share of the economic burdens of tiie war. Work 
stoppages in 1943 by coal miners and steel workers, and a threatened 
nation-wide strike by railway employees, showed clearly that thp prob- 
lem of wartime strikes was far from solved. By the end of that year there 
were signs that, wisely or unwisely. Congress would soon pass further 
legislation designed to outlaw and penalize organized interruptions that 
might take place in essential industries. 

PaicE Control in Wartime 

Rising Prices in Wartime.— In wartime, prices and the cost of living tend 
to rise rapidly and spectacularly. When a nation produces a huge volume 
of war goods of all kinds and constructs many new plants for the manu- 
facture of such goods, while the production of goods for the civilian 
population also goes on after a fashion, the national income, expressed 
' in terms of money paid out to all classes of income receivers, rises to ab- 
normally high levels. At the same time, consumers’ goods available for 
pmchase are far too limited to use up all this money income if they 
continue to sell at prices which were current at the beginning of the 
war. Unless a way is found to reduce gready the money incomes re- 
ceived by the people, price inflation becomes inevitable. Increased taxes 
can be used to absorb much of this surplus money income; and, in 
theory, they could be raised to such high levels as to leave the people 
only enough money to buy the available volume of consumers goods at 
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stable prices. In practice, however, so tlioroughgoing a system of taxes 
would almost inevitably produce inequity and maladjustment hmong 
the individual citizens. Ordinarily, there are economic, political, and 
psychological considerations which prevent any serious attempt being 
made to pay the entire cost of war- through current taxation. 

The national income of the United States in 1941 amounted to ap- 
proximately 92 to 94.5 billion dollars, according to reliable .estimates, 
while the total goods available for consumption would have amounted to 
74 billions at stable prices. The situation was still worse by 1942, when 
price control was undertaken in earnest. Tlie total national income was 
expected to reach 117 billion dollars, \vitli consumers’ goods and services 
falling to 69 billion dollars in terms of -stable prices. T^es and odier 
deductions were counted on to reduce spendable 1942 incomes by abou*’ 
31 billion dollars, leaving a spendable surplus, or "inflationary m'argin." 
of 17 billion dollars in the hands of die people.^ Additional purchases of 
war bonds, in so far as they were made from current income, would 
reduce this inflationary margin still furtlier, but such purchases could not. 
be depended upon to solve the problem completely. 

Hie Effects of Rising Prices in Wartime.— During the first World War, 
prices in the United States rose sharply and the cost of living more than 
doubled. In spite of heavy taxation and bond sales, attempts at price 
control, and rationing which depended on voluntary cooperation, a 
family that spent $100 a month for living expenses in 1914 had to spend 
$140 a month by the end of 1917^ $164 by tlie end of 1918, and $207 by 
the end of 1920 for the same amount of goods.” The first World War 
cost the United States 31 billion dollars, 13.5 billion dollars of which 
represented inflated prices rather than ships, guns, and other war goods.” 
In die present conflict, prices have again been rising rapidly. In the 31 
months from September, 1939, to March, 1942, retail prices increased 25 
per cent, general wholesale prices 31 per cent, prices of 28 selected basic 
raw materials 67 per cent, farm products 86 per cent, and living costs in 
general about 15 per cent.^® The increase in the cost of living amounted 
to 28.5 per cent for foods, 5.1’ per cent for housing, 19.3 per cent for 
clothing, 7.9 per cent for fuel, and 6.8 per cent for sundries. Price in- 
creases in this 81-month period had already increased the prospective 
cost of this war by more than the total cost of the first World War; and 
it was estimated that if the price -rise were permitted to continue, it 
would add at least 50 billion dollars to the cost of die second World 
War by the end of 1943.^® ' 

However, the increase in war costs is only one effect of sharply rising 
pricesv They make it very difficult for business men and the government . 
to draw up and carry out plans. Enterprises must know, ivithin reason- 

”Oflace of Price Admiaistration, Consumer Division, Washington, D. C., Releases 
of April 28 and 29, 1942. 
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able limits, what their costs and prices will be, if tiiey are to plan and 
produce effectively. Government appropriations and revenue measures 
are speedily outmoded in periods of rapidly rising prices, and ^var con- 
tracts -must be revised frequently. Rising prices cause people to buy 
goods which they do not need at die moment, and to purchase and 
hoard civilian goods or war materials, either to make a speculative profit 
or to avoid paying higher prices in the future. The re^t is interference 
with orderly and efficient production and a stimulus to price infiation. 

.Rising prices impose undeserved sacrifices on persons wth fixed or 
limited incomes, and on members of substandard wage groups whose bar- 
gaining power is weak. Rising prices lower the fighting spirit of the 
people by reducing the purchasing power of' dieir mon^ incomes, and 
by eating into the value of savings accounts, insurance policies, and 
bonds. Moreover, there is always the danger that inflation wfll get wholly 
out of hand, and eventually reach a point at which money is virtually 
valueless, the government’s credit destroyed, and production, distribu- 
tion, and general economic processes broken down. Finally an inflationar}' 
process, even if it does not reach such disastrous levels, is almost certain • 
to be followed by severe deflation and depression, Avith millions of per- 
sons rmemployed, business men losing billions on inventories of raw ma- 
terials and finished goods and failing by the thousands, and farmers 
suffering bankruptcy and often losing land which they purchased at in- 
flated prices. ' 

Early Attempts at Price ControL— Price rises in wartime are so serious 
that nations at war usually attempt to control prices directly. In the 
present conflict, the people and die government of the United States have 
been more fuUy conscious of this danger than in the first World War, and 
we began our attempts at pri(« control even before we entered the war. 
In May, 1940, the Advisory Commission to the Council of National De- 
fense was established. The Price Stabilization and Consumers’ Dh'isions 
of this Commission were concerned with prices. The Consumers’ Division 
laid down general principles upon which wholesalers and retailers were 
asked to base their pricang policies, and sought die voluntary cooperation 
of business men in bringing about price stabilization. The Price Stabiliza- 
tion Division set maximum ceiling prices on iron, steel, zinc and aluminum 
scrap, and on second-hand machine tools; made agreements with pro- 
ducers for price maintenance on copper and zinc; and warned pro- 
ducers of, and dealers in, iron and steel scrap, lumber, iridium, zinc 
scrap, quicksilver, nickel scrap, cadmium, and hides against excessive 
or rising prices. These measures lacked legal sanction and penalty for 
violation, so that the Price Stabilization and Consumers Divisions had 
to rely upon exhortation, publicity, and possible appeals to Congress for 
legislation, in their efforts to secure compliance. 

On April 11, 1941, President Roosevelt established the Office of Price 
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Administration and Civilian Supply (O.P.A.C.S.) to take over the func- 
tions of these two divisions. The new agency was to function under a 
Price Administrator, assisted by a Price Administration Committee. It 
was instructed “to prevent price spiraling, rising costs of living, profiteer- 
ing, and inflation resulting from market conditions caused by the diver- 
sion of large segments of the nation s resources to the defense program, 
by interruptions to normal sources of supply, or by other influences 
growing out of the emergency, and to prevent speculative accumula- 
tion, withholding, and hoarding.” The functions of the O.P.A.C.S. in 
connection with civilian supply need not concern us here, for these 
functions were transferred to die 0£Bce of Production Management in 
August, 1941, and the O.P.A.C.S. became the Office of Price Administra- 
tion (O.P.A.). 

The O.P.A. used several methods of price control. Commodity ex- 
changes were induced to raise their margin requirements for dealing in 
rubber, pepper, cocoa, coffee, and other commodities, and later to sus- 
pend trading in “futures” of silk, rubber, copper, tin, and sugar. Pro- 
ducers of farm implements, automobiles, bread, furniture, household 
refrigerators, machine tools, railroad-car wheels, ammonium sulphate, 
and carbon black were asked not to raise their prices and to withdraw 
price increases which had been announced. The O.P.A. issued warnings 
concerning price rises for lumber, tin, and high-speed tool scrap, and 
entered into agreements which prevented price rikes for kraft paper, 
crude oil, rubber tires, and waste paper. However, its most important 
control device was the so-called price ceilings, or maxim'um price regula- 
tions. The price ceilings were administrative qrders of the O.P.A. which 
forbade the sale of designated commodities at prices above the level or 
levels specified in the orders. About a dozen of these price ceilings had 
been established by July 30, 1941, but 32 were in effect by the end of 
September, more than 60 by the end of 1941, and 105 by January 80, 
1942. The early price ceilings dealt almost exclusively with raw mate- 
rials, but some later ceilings had to do with semi-finished and finished 
commodities. The powers of the O.PA, and of the Price Administrator, 
Leon Henderson, were presumably derived from the old War Powers 
Act of 1916, but it was not clear that the 0,P.A. was authorized to use 
all the powers it undertook to exercise. No law providing for general 
price regulation and control by the federal government was passed prior 
to the entry of the United States into ihe second World War. 

The Emergency Price Control Act.— When the United States entered 
the war in December, 1941, the need for price control by the federal 
government became more urgent, and Congress passed the Emergency 
Price Control Act, which was signed by the President on January 30, 1942. 
This Act continued the powers of price control in the hands of the O.P.A. 
and its Administrator, gave official sanction to the activities of &e 
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O.P.A., and made possible the control of prices in general. Plans for 
general price regulation were being constructed even before the Act 
was passed, but it was not until April 28, 1942, that the so-called General 
Maximum Price Regulation was officially announced. 

Tlie General Maximum Price Regulation.— The General Ma.\unmn 
Price Regulation provided that (1) beginning May IS, 1942, retad prices 
of commodities and services, \vith some exceptions, must not exceed the 
highest levels which each individual seller charged dviintr March, 1942; 
<2) beginning May 11, 1942, manufacturers’ and wholesafers’ prices and 
the prices for wholesale and industrial services must not e.xceed the 
highest March levels for each seller; (8) beginning July 1, 1942, no one 
could legally charge more for services sold at ret^ in coimection with 
a commodity than he charged during March; (4) effective immediately, 
all retailers, wholesalers, manufacturers, and sellers of services must pre- 
serve existing records of sales made druing March for maximum pricing 
purposes when the ceiling went into effect. The Regulation also pro- 
vided for the immediate licensing of all retailers and wholesalers, efec- 
tive as of the date on which the ceiling applied to their particular 
commodities or services; that is, retailers w^ere directed to regard them- 
selves licensed as of May 18, and wholesalers as of May 11. Official 
registration and licensing on a national scale were to come later. 

Goods Included in the General Maximum Price Regulation.— The Gen- 
eral Maximum Price Regulation (G.M.P.R.) applied to literally’ dtou- 
sands of t}'pes of goods. Among the prices controlled w^ere those of al- 
most every processed food commodity, such as bread, cake, and other 
bakery products; beef, pork, and their products; sugar; fluid milk and 
cream sold at retail; ice cream; caimed fruits, vegetables, meats, and 
soups; caimed fish and other' caimed seafood; cereals; lard and shorten- 
ing; coffee, tea, cocoa, salt, and spices. Also covered by the Regulation 
were all dothing, shoes, di}^goods, and yard goods; soap in all forms; 
every kind of common fuel (even firewood); pipes, dgars, cigarettes, 
and prepared smoking and chewing tobaccos; drugs, toiletries, and sun- 
dries; furniture and funiishings; appliances and equipment; and hard- 
ware and miscellaneous agricultural supplies. Many coiiunodities, in- 
cluding those which are most significant in the budgets of average low’- 
and middle-income family groups, w^ere specifically mentioned as “cost 
of liw'ng” items. Maximum prices for these articles, as permitted by the 
G.M.P.R., had to be publidy displayed by each retailer for die protection 
of his customers. 

In addition to the many commodities covered by the G.M.P.R., cer- 
tain commodities seemed to require special ijreatment and were covered 
by indiddual price schedules or ceilings issued at the same time as the 
general Regulation. In effect, this meant merely diat 98 of the lOo 
schedules or ceilings w'hich w'ere already in effect w^ere reissued on the 
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basis of the new law for price control. The commodities included bi* 
tuminous coal, ' rolled zinc products, non-ferrous castings, fluorspar, 
standard newsprint paper, camelback for recapping and retreading tires, 
waterproof footwear, farm equipment, construction and road maintenance 
equipment, mixed fertilizer, machines and parts, paper, paper products; 
and many other things. 

The G.M.P.R. covered, the prices charged for all services sold at retail 
in connection with the installation, maintenance, preservation, repair, 
storage, and distribution of commodities. Thus, die rates charged by 
automobile repair shops, garages, tailors, laundries, dry cleaners, shoe 
repair shops, and other similar establishments were controlled. Prices 
of services not sold at retail (as,^for example, the repair of machinery 
in a factory by an outside contractor) were also controlled. 

Goods Excluded by the G.M.P.B.— Though tihe O.P.A. ofiBcials an- 
nounced that the G.M.P.R. covered “virtually all commodities,” it seemed 
to outside observers that the list of exceptions and exclusions was quite 
long. The commodities and services not covered by the regulation fell 
generally into three classes. 

1. Economic goods which were exempt because of the provisions of 
the Emergency Price Control Act either (a) because they did not fall 
within the Acts definition of a "commodity” (which excluded advertising, 
newspapers, books, magazines, motion pictures, wages, common carrier 
and public utility rates, insurance, real estate, and professional fees) or 
(b) because of the Act’s special treatment of agricultural commodities 
unless they attained a price level reflecting a substantial premium over 
parity. 

2. Commodities which did not have organized markets, and for which 
it*would have been almost impossible to determine maximum prices on 
die basis of either previous sales or prices for comparable articles. Ex- 
amples are highly seasonal fresh vegetables, fresh fish and game, objects . 
of art, and collectors’ items. 

3. Primary raw materials (such as timber and mineral ores) whose 
prices were already under control by virtue of individual price ceilings 
previously established. 

Rent Control.— Even before the issuance of the G.M.P.R., the O.P.A. 
had served notice on landlords to reduce rents in 21 “defense rental 
areas” with an aggregate population of 10 million persons. While the 
G.M.P.R. itself did not ded with rents, companion orders issued at the 
same time extended rent control to 302 additional areas in 46 states and 
Puerto Rico. Maximum rent ceilings were recommended for each of 
these areas and, if the recommendations were not carried out within sixty 
days, the Price Administrator could step in and impose federal controls. 
In most of the areas, the recommendations carried rents back to the 
level of March 1, 1942, thus wiping out any increases that occurred 
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daring the spring moving and leasing period. In 64 areas, the recent 
rent increases were found to be exorbitant and the. recommendations 
involved a return to the rent levels of July, 1941, April, 1941, or even 
Januaty, 1941. Of the 323 defense rental areas specified, 132 contained 
establishments of the armed forces, 63 were primarily centers of ordnance 
manufacture and storage, 15 were mainly shipbuilding and ship repair 
centers, 8 were locations of aircraft plants, and the remaining 103 con- 
tained establishments engaged in varied war production.^ 

Difficulties in Determining Maximum Prices.— The G.M.P.R. did not 
require all sellers of commodities and services covered by the Regulation 
to charge the same prices. Since each individual seller could charge no * 
more for a good than the highest price he diarged in March, 1942, the 
price of a given commodity might vary from store to store, even though 
the stores were xmder common ownership or were located in the same 
neighborhood. A seller was at hberly, of course, to charge less than 
the maximum price for any commodity he sold. The “highest price 
charged” in March, 1942, ordinarily meant one of two things.. First, it 
might mean the top price at whidi a good was delivered in March, 1942, 
in completion of a sale to a purchaser of the same class. In such a case, 
customary allowances, discoimts, or other price differentials could not 
be changed, except to lower die price. Second, if there was no actual 
delivery of a particular commodity, the seller could establish as his 
maximum price the highest figure at which he had offered it for sale in 
March, 1942. Such an offering price could not be a “freak” price quoted 
to open bargaining, or one never intended to apply to a bona fide sale. 
These two provisions were expected to enable sellers to determine 
maximum prices for many of their commodities wthout great difficulty. 

However, the situation became much more complicated when sellers 
in a later period dealt in commodities which tihey had not sold or offered 
for sale in March, 1942. For such a commodity, a seller was required to 
set as his Tnaximnm price the highest figure charged in March for the ■ 
most nearly similar commodity. A similar commodity was defined as one 
that had the same use, gave the buyer fairly equivalent serviceability, 
and was of a type which ordinarily would be sold in the same price line. 
Differences in mere style or design which did not affect use, service- 
ability, or price line could not be taken into account If the seller did 
not deal in the same or similar goods at aU during March, 1942, he was 
required to base his maximTim charges on the highest prices charged 
during March by his most closely competitive seller of the same class. 
The seller could not use the prices of a more elaborate store in a better 
neighborhood, but had to select a store as much like his o^vn as possible. 
If the “competitive seller” did not carry exactly the same good in March, 

Office of Price Administration, Washington, D. C., Press Release of April 28, 
1942, 
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the seller seeking a basis for his maximum price was again required to 
apply the "most nearly similar commodity” standard, as described above. 
In this case, however, he was required to base his maximum price on the 
highest price charged by his competitor in March, 1942, for the most 
nearly similar commodity. 

If the seller decided that he was unable to determine his maximum 
price under these provisions, he was required to select the fastest-moving 
comparable commodity in the same general classification, divide its 
maximum price by its current replacement cost, and multiply by the 
resultant percentage the cost of the article for which a maximum price 
was being sought. Tlie result was the maximum price of the good, and 
this price had to be reported to the nearest O.P.A. field oflice within 
ten days. This method applied only to wholesalers and retailers. Other 
sellers who could not determine their maximum prices under the exist- 
ing provisions were instructed to apply to the O.P.A. for alternative 
pricing methods. Tims, the determination of maximum prices was a com- 
plicated process in many cases, the various methods for determining 
such prices were at least partly conflicting, the individual seller was 
allowed considerable discretion in setting prices for some articles, and 
some of the pricing methods called upon the sellers to make use of in- 
formation (information regarding prices charged by competitors, and the 
most nearly similar commodities which they carried) which in many in-* 
stances was not readily available. The O.P.A. did not specify what sort 
of evidence it would accept in relation to competitors’ prices and com- 
modities, or the relative importance it would place on "closeness" of. the 
competitors and "similarity” of the commodities. 

Difficulties of Compliance.— The O.P.A. altered its organization con- 
sideraljly for the purpose of administering the G.M.P.R. In the Washing- 
ton office a Retail Trade and Services Division was set up to iron out 
irreg;ularities in price ceilings at the retail level, and to work with retailers 
in the administration of the Regulation. Regional offices of the O.P.A. 
in a number of leading cities were enlarged, and special staffs were 
added. State and district offices were opened to achieve decentralized 
administration, and local War Prices and Rationing Boards were estab- 
lished in individual communities. However, despite the administration 
and enforcement organizations that were set up, it was clear from the 
beginning that price control under the G.M.P.R. could not operate suc- 
cessfully unless it had the whole-hearted cooperation of business men, 
and this cooperation was difficult to obtain. 

The chief reason was not that business men were opposed to price 
control, or that they were not "men of good Will.” It was rather that 
business men could not determine their responsibilities tinder price 
control, and did not know exactly what they had to do in order to comply 
with the G.M.P.R. As we have seen, the provisions for determining 
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maximuin prices were often difficult to understand and follow, and the 
efforts of the OJ.A. to interpret and clarify its provisions and rulings 
were frequently unsuccessful. The interpretations issued by the O.P.A. 
would often clarify the individual cases under discussion while leaving 
in even greater doubt than before the methods for handling slightly 
different cases.' The retailers of the country soon foimd themselves try- 
ing to operate under some 900 OJ’.A. rules and 15,000 pages of O.P.A. 
regulations, rules, and interpretations affecting merchants; and the 
burden of full conjpliance became weD-nigh intolerable. 

Sellers’ Hardships Under Price Control.— Before the G.M.P.R. had been 
in operation very long, many sellers of goods, especially at the retail level, 
'began to complain that they were being subjected to an unbearable 
“squeeze.” Because of the roundaboutness of the processes of production 
and distribution, retail prices in March, 1942, were based not on manu- 
facturing costs and wholesale prices then current, but rather on those of 
an earlier date. However, the G.M.P.R. fixed manufacturers’, whole- 
salers’, and retailers’ prices at March, 1942, levels. When retailers had 
to replace exhausted items, they were unable to make a profit by buying 
goods at March wholesale prices and selling at March retail prices, and 
found themselves at times even incurring actual losses. Still louder^ 
complaints were registered by merchants who had been selling certain 
artides in March at unusually low “sale” prices, or who had not by March 
adjusted their retail prices so as to compensate fully for earlier advances 
in the wholesale prices they paid for the goods. Similar problems arose 
at other levels of the distributive process. 

Some steps were taken fairly promptly to provide for these and other 
difficulties. Retailers, wholesalers, and manufacturers were allowed to 
adjust their maximum prices upward in individual cases of hardship. 
Producers and sellers of some seasonal commodities who were troubled 
by sharply increased costs since the previous season were permitted to 
set maximiim prices on the basis of replacement costs plus the preceding 
■ season’s rate of markup. Similar concessions were made in the case of 
certain unstandardized articles and commodities whose specifications 
had undergone changes as the result of shortages of materials. In some 
cases, attempts were made to “roll back” the prices of wholesalers and 
retailers, instead of permitting advances in retail prices. In others, sellers 
were instructed to ‘Tiold the line” with regard to their maximum prices, 
while the federal government paid them direct subsidies to enable them 
to operate in spite of unfavorable cost-price relationships. All these de- 
vices were of some assistance to hard-pressed sellers at various levels, 
but at least a part of the hardships remained. 

Incompleteness of Price Control.— The G.M.P.R, could not be expected 
to be completely successful in controlling prices in general, because it 
did not apply to prices in general. Wages, the price paid for labor, had 
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been excluded from control, and so also had the prices of basic agricul- 
tural commodities, fresh fruits and vegetables, eggs and poultry, butter 
and other dairy products, fresh fish and otlier seafood, mutton and 
lamb, and fiour. These excluded commodities and services were im- 
portant, arid their uncontrolled prices continued to rise after the G.M.P.R. 
went into effect. The rises in uncontrolled prices were of significance 
not only in themselves, but because of die pressure which they brought 
to bear on the prices of other things. Manufacturers, wholesalers, and 
retailers found it diflScult to keep their maximum prices unchanged in 
the face of rising costs of labor and agricultural raw materials. It was 
evident almost from the beginning that price control would have to be 
extended if it were to operate effectively. 

Wage Control.— The so-called Anti-Inflation Act of October 2, 1942, and 
various administrative orders issued tliereunder, constituted an attempt 
to deal with some of the pressing problems of price control. In particular, 
this Act laid the foundations for controlling wages and the prices of 
agricultural products, and delegated broad powers to tbe President to 
take action along die lines which it indicated. The President at once 
issued an Executive Order creating an Office of Economic Stabilization, 
headed by an Economic Stabilization Director who was to have im- 
portant powers in the campaign against inflation. Late in October, 1942, 
the Economic Stabilization Director issued extensive regulations for the 
control of wages and salaries. The control of wage payments, and of 
salaries not in excess of $5000 per year paid to employees who were 
represented by a duly recognized or certified labor organization or who 
were not employed in a bona fide executive, administrative, or profes- 
sional capacity, was turned over to the National War Labor Board. The 
control of salaries of more than $5000 per year, and of other salaries of 
$30 a week or more paid to individuals employed in executive, adminis- 
trative, or professional capacities, was given to the Commissioner of 
Internal Revenue in the Treasury Department. 

Under detailed regulations laid down by the National War Labor 
Board and the Commissioner of Internal Revenue in December, 1942, 
wages and salaries of $5000 or less per year were in general frozen at the 
level prevailing on September 15, 1942; and salaries higher than $5000 
per year, or lower salaries paid to individuals employed in executive, ad- 
ministrative, or professional capacities, were frozen at the October 3, 
1942, level. According to the National War Labor Boards increases in 
compensation for persons whose wages or salaries came under its juris- 
diction would be permitted only to correct maladjustments or inequali- 
ties, to eliminate substandards of living, to correct gross inequities, or 
to aid in the effective prosecution of the war. Wage increases to correct 
maladjustments could be made only within industries specifically desig- 
nated by the Board and were limited by the “Little Steel formula,” 
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which provided for an adjustment of 15 per cent in the average, straight- 
time, houriy earnings above those of January 1 , 1941, to compensate for 
increases in the cost of hvmg. Increases to adjust gross inequities were 
permitted only when the inequities resulted from manifest injustices that 
arose from imusual and unreasonable differences in wage rates. Estab- 
lished and stabilized wage differences were to be considered normal in 
American industry and were not to be disturbed. •Increases in pay to 
eliminate substandards of living were seldom to be permitted, because 
of a lack of general agreement on the meaning of “substandard of living.” 
Increases in wages as an aid to tire effective prosecution of the war were 
almost never to be allowed, because almost any wage adjustment might 
be defended on this ground; hence, an endless series of wage increases 
would result from the general use of diis yardstick. The Board has ruled 
against making wage and salary adjustments for the purpose of in- 
fluencing the distribution of manpower among industries, holding that 
it is not the Board’s responsibility to determine who .is to get the limited 
amount of available labor, and that a flood of wage increases would ac- 
company the general use of wage adjustments for this purpose. 

The Commissioner of Internal Revenue, in regulating die salaries under 
his jurisdiction, has decided that increases in salaries would be approved 
only when necessary to correct maladjustments or inequalities or to aid 
in the effective prosecution of the war. However, the Commissioner’s 
approval is not necessary when an increase in salary rate is made in 
accordance with the terms of a salary agreement or salary rate-schedule 
which was in effect on October 3, 1942, or approved thereafter by the 
Commissiolier, and when a salary increase is the result of (1) individual 
promotions or redassiflcations, ( 2 ) individual merit increases within 
established salary rate ranges, (3) operation of an established plan of 
salary increases based on length of service, (4) increased productivity 
rmder incentive plans, (5) operation of a trainee system, or ( 6 ) such 
other reasons or circiunstances as may be prescribed in rulings or regula- 
tions promulgated by the Commissioner from time to time. For both 
wages and salaries, &e continued payment of bonuses, fees, gifts, com- 
missions, and other forms of compensation customarily paid to employees 
is permitted, but such payments may be no greater in amount and rate 
thm those which were made in the preceding year. 

Extended Price Control.— The Anti-Inflation Act also provided for the 
control of. the prices of- basic agricultural commodities. It indicated that 
maximmn prices for such products were to be established at the higher 
of two levels: ( 1 ) the parity prices of the commodities, and ( 2 ) the 
highest prices received for the commodities between January 1, 1942, 
and September 15, 1942. On this basis, the President ordered the Eco- 
nomic Stabilization Director, the Seo-etaiy of Agriculture, and the Price 
Administrator to freeze the prices of agricultural products in so far as it 
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might prove to be practicable, at tire levels which prevailed on Sep- 
tember 15, 1942. Maximum prices determined in this way exceeded 
parity for a number of agricultural products. Much progress has also 
been made in bringing the prices of other products, such as fresh fruits 
and vegetables, butter, ^eggs, poultry, .and fresh fish, under control. 

Revised Methods of Calculating Maximum Prices.— The difficulties of 
calculating maximum prices under the principles laid down by the 
G.M.P.R., and the hardships suflFered by sellers under the operation of 
these principles, were recognized in tlie Anti-Inflation Act, and a remedy 
was provided in the form of new metliods for calculating maximum 
prices. Starting with a few commodities in October, 1942, retailers and 
wholesalers were permitted to base their maximum prices on the replace- 
ment cost of the commodities, plus varying percentages of markup which 
depended on the type of establishment operated by the sellers and their 
annual volume of business. The application of this method was extended 
to more and more commodities as time went on. In December, 1942, 
the O.P.A. announced that individual-store price ceilings for foods and 
other grocery store items would be replaced by flat dollar-and-cdnts price 
ceilings in 1943, and that the same procedure would be followed for 
wholesalers’ maximum prices. The new price ceilings at retail were to 
be uniform for each class of retailers in each locality, such as inde- 
pendents, chain stores, and super-markets. However, prices of the same 
items would vary from one zone to another. The maximum prices would 
still be computed on the basis of replacement cost plus markup, but the 
work of computing the maximum prices would be transferred from the 
sellers to tlie field offices of the O.P.A. Since the beginning of 1943, such 
flat dollar-and-cents maximum prices have been established for a number 
of commodities. 

The Success of Price Control.— Considering the difficulties under which 
it has labored, the price-control mechanism has operated fairly success- 
fully thus far. Prices have not been kept perfectly stable, but they have 
advanced only slowly under price control. The cost-of-living index of the 
United States Department of Labor stood at 116.0 (1935-1939 = 100) 
in May, 1942, when price control went into effect and had reached only 
124.8 by June, 1943. In tlie same period the Department of Labor's 
wholesale commodity price index advanced from 98.8 (1926= 100). to 
103.8,” which may be compared with an increase of 32 per cent in the 
first three years after the outbreak of the second World War. By far 
the greater part of the increases in wholesale prices and cost of living 
since May, 1942, has resulted from advances in prices which were not 
yet subject to control. In June and July,- 1943, iVith almost all prices 
finally covered by the price-control mechanism, the cost-of-living index 
actually declined. On the whole, price control appears at the moment to 
be working very effectively. 

” Survey of Current Business, March, 1943, p. S 3, and September, 1943, p. S 3. 
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One phase of price regulation that has met ^vith outstanding success 
IS rent control. After the passage of the Anti-Inflation Act, rent control 
which began in earnest at the time the G.M.P.R. was issued, was sharply 
extended. On October 11, 1942, acting under a directive from the PrL*- 
dent, the O.P.A. declared the entire nation to be a defense rental ^ea 
which meant that federal rent control could be imposed in any part of 
the country in which local authorities were found to be unable to control 
the rent situation within 60 days.'Direct federal rent control had already 
been apphed in 287 areas by October, 1942,“ and the number of such 
areas has since increased. The rent index, which is a part of the Depart- 
ment of Labors cost-of-living index, was 109.9 in Alay, 1942. By July, it 
had .declined to 108.0, and it has remained fixed at that level to this 
time.“ In view of the importance of rent in the cost of living of millions 
of families, this stabilization of rents is a noteworthy accomplishment. 

Continuing Problems of Price Control.— But the continued success of 
price control is by no means assured. Indeed, it would be hazardous to 
prophesy the future effectiveness of price control in the face of sharply 
increasing individual incomes and a dwindling supply of consumable 
goods. The effectiveness of price control is closely related to the fiscal 
policy, bf the federal government. Up to the present time, federal tax 
revenues, while they have been increasing rapi^y, have not been nearly 
large enough to close the gap between the income payments received 
by individuals and the amounts these individuals can spend on available 
commodities and services at stable prices, and the sale of government 
bonds has only partly succeeded In closing tiie gap. 

The 1943 "Inflationary Gap In 1943, for example, it was estimated 
that income payments to individuals would total 142 billion dollars, 
while taxes and possible expenditures for commodities and semces 
would absorb only 106 billion dollars, leaving an inflationary gap of 
36 billions in the hands of individuals.^ Sales of war bonds in the first 
half of the year amounted to over 6 billion dollars,®^ but these sales, if 
continued at the same rate throughout the year, would use up only a 
little over one-third of the excess incomes of individuals. On the basis 
of 1942 experience, we may assume that at least 38 per cent of these 
excess 1943 incomes takes the form of currency and bank deposits avail- 
able for spendiiig.- Under these conditions, tiie upward pressure on 
' prices m'ay make it very diflScult to keep prices within bounds, and direct 
and indirect violations of price control may increase rapidly. 

When the controlled prices of economic goods fail to bring about an 
effective equilibrium of demand and supply in the market, “black mar- 


« C/ifcflgo Trifeune, October 12, 1942. , c \ „ 

“ Survey of Current Business, March, 1943, p. S 3, and September, 1943, p. 

Survey of Current Business, September, 1943, p. 6. 

^Jbid., p. S 18, 

= I6fd., p. 5. 
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kets” are likely to spring up, in which quantities of goods whose prices 
are supposed to be controlled are sold surreptitiously at very high prices. 
While substantial penalties have been provided for the violation of price- 
control regulations, those regulations are very hard to enforce when 
sellers and consumers conspire to violate them; and black markets of 
alarming proportions have existed at times in the last year and a half for 
such articles as meats, gasoline, shotgun shells, and otlier items. 

Subsidies in Price Stabilization.— From time to time, the O.P.A. has 
recognized the great pressure which is being exerted on controlled prices. 
In some cases, direct increases in maximum or ceiling prices have been 
permitted. In others, sellers have been required to hold the line with 
respect to maximum prices, or even to reduce tliese prices, and direct 
governmental subsidies have been paid to enable producers to continue 
to do business. When subsidies are used to maintain stable prices, the 
citizens are not injured by having to pay increasing prices for goods, 
but they are adversely afFected (sooner or later) by having to pay higher 
taxes to furnish the revenue from which tlie government makes subsidy 
payments. The relative cost of rising prices' and subsidy payments is a 
moot question at present. Some writers contend that subsidy payments 
are much more costly than rising prices in tlie long run, while others 
hold that such payments are in rfeahty reasonable in view of the savings 
which governmental departments realize by being able to purchase tre- 
mendous volumes of goods at stable prices. On the other hand, subsidies 
are often condemned because they may lead. to inefficiency among pro- 
ducers, because they may increase the already great dependence of pri- 
vate business and industry on the government, and because their use 
opens the way to pohtical pressure and intrigue.®' 

Evasion of Price Ceilings.— Despite price concessions made by the 
O.P.A. because of great pressure from business men, some manufacturers 
and sellers have taken matters into their o\vn hands in an attempt to 
feather their nests under tlie favorable market conditions of wartime. At 
times, manufacturers have altered their products so that they became 
“new” products on which there were no established price ceilings.®* While 
principles for the pricing of such new commodities have been laid down 
by the O.P.A., it is quite possible that the new ceiling prices based on 
replacement cost plus the usual rate of markup, which retailers receive, 
have given the manufacturers increased earnings. The sellers of goods 
have sometimes resorted to combination sales in an effort to increase 
their income. When some prices were controlled while others were not, 
a seller would sometimes refuse to sell a quantity of a price-controlled • 
commodity unless the purchaser also took a quantity of some other 

Victor Abramson, “Price Freezing Under the Office of Price Administration," 
in American Economic Review, December, 1942, p. 766. 

One example has been found in a popular line of canned soups. 
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aiHde, wUa *d conie under price conlrol, at en abnonually UA 
pr^ Now to moat pncea are controlled, a aeller may sffll rate m a| 
a low-pnoed commodity on wbieh to margin of prift fa mmll Lf 
the ^tomer puidraaea a quantity of a higher-priced commodity ™ 

which the sellers margin of profit is larger. 

A^in it has been difficult to keep manufacturers from lowerine the 
qualify of their products by using low-grade substitute materials or em- 
ploying shpshod and less costly methods of manufacture. Selline an 
Merior product at the old price is, of course, equivalent to selling the 
former product at a higher price. The attitude of the O.PA toward 
. changes in quality has been two-toned. When producers have com- 
plained of their inability.to cover costs under ceiling prices, they have 
sometimes been advised to reduce their costs by eliminating frills and 
special features and by decreasing variety. On the other hand, where 
producers have without authority gone.ahead and lowered quality while 
maintaining stable prices, they have often been upbraided by the O.V.A. 
for trying to evade the price regulations and have been ordered to main- 
tain the quality of their goods. When goods are sold by die “package” 
rather than by definite units of weight or measure, producers may 
sometimes obtain concealed price increases by reducing die contents of 
the package without changing the quality of the product. The difficulties 
of enforcement under such circumstances are obvious. And, if all other 
methods fail, it is difficult to keep a buyer from paying only the ceiling 
price, and then wagering (say) $1 or $100 that the seller caimot jump 
over his own Avastebasketl 

increased Costs of Living Under Stable Prices.— Incredible as it sounds. 


the ordinary consumer may find his cost'of living going np even though 
prices and the cost-of-living index are entirely stable. Under ceiling 
prices, producers may find it more profitable to produce high-grade or 
luxury items whose maximum prices are high than staple items whose 
triaviTniim prices are low, and may discontinue production of the low- 
priced lines. As low-priced goods disappear from the stores, consumers 
must either purchase better grades or go without. Clearly, the consumer 
experiences an increase in his cost of living if he asks for hamburger 
steak at 30 cents a pound and finds he must buy sirloin at 50 cents or. 
go without steak, or if he tries to buy his usual grade of shoes at §4 and 
finds he must take a better grade at $6 or buy no shoes-even though the 
pric 0 S of all these grades of goods are quite stable. Consumers have 
sometimes suffered also as the result of the upgrading of goods, rather 
than the concentration of production on the higher-priced lines. Meat 
markets a few years ago carried two grades of bacon with a sizeable 
difference in price between them. Now the same markets have only one 
grade of bacon, the best, selling it the maximum ceiling price. Unl«s 
the hogs have reformed so that they no longer yield any second-grade 
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bacon, or the second-grade bacon that is produced is going to our armed 
forces or our allies, it seems probable that what used to be second- 
grade bacon” tiow sometimes masquerades as first-grade, and thus sells 
at a higher price than in the past. 

The Desirability of General Price Control.— Leaving now the question 
of the effectiveness of price control, we consider briefiy the consequences 
that successful price control might be expected to bring. It seems ob- 
vious that it is desirable to stabilize the prices of commodities and serv- 
ices which play an important part in the cost of living of most people, 
but it is far less clear that the prices of other things should be severely 
controlled. The prosecution of a major war calls for rapid and extensive 
changes in the structure of production. More of one good must be pro- 
duced speedily, while the output of another is sharply reduced. Factors 
of production which were recently needed here are now badly heeded 
elsewhere, and so on. In situatiqhs such as these, fixed prices may, in- 
deed, be successful. They provide a measure of certainty with regard to 
future costs, and in this way encourage business men to continue pro- 
duction, and discourage the withholding of goods from the market in the 
hgpe of making a speculative gain through rising prices. Moreover, when 
wages are frozen, needless shifts of workers from one occupation to an- 
other are reduced in number. 

On the other hand, a general system of price control may have serious 
disadvantages in time of war. A system of frozen prices, as originally set 
up, would seem quite unlikely to stabilize prices and profits at desirable 
levels and in appropriate relationship to each other as between industries. 
It is even less likely that the controlled prices could be changed promptly 
and continuously through time so as to refiect accurately the changes 
that occurred in the demands of war for production, in the efficiency 
with which various industries could operate, and in the materials re- 
quired or available for use. Hence, desirable shifts in production and 
in the use of the productive factors might be impeded, and some in- 
dustries might be content to produce the things that could be produced 
profitably under controlled prices, rather than other things which, though 
less profitable under price control, were more essential to the war efiFort. 
Finally, the price changes a government sees fit to make might seem to 
manufacturers and business men qmte as unpredictable as price changes 
that would occur under the influence of market forces only. These con- 
siderations should be construed not as arguments against price control, 
but rather as reasons for having selective rather than general price 
control. I 


International Trade 

Regardless of one’s opinion on the restriction of international trade in 
peacetime, it is evident that, in time of war, a country must adjust its 
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foreign trade relations to the end of defeating the enemy. The second 
World War has brought many changes in the international trade of the 
Uriited States and in the control of this trade by the federal government, 
though some of these chariges occurred, in whole or in part, before the 
actual entry of the United States into the conflict. 

Stock Piles of Strategic and Critical Materials.— Even before the war 
began, the government became concerned about our supplies of certain 
strategic and critical materials and took preliminary steps toward ac- 
quiring stocks of these goods. “Strategic” materials are diose which are 
essential to national defense and must be obtained almost wholly from 
foreign countries. This description fits tin, rubber, silk, tungsten, quinine, 
nickel, mercury, manganese, and several other commodities. In the case 
of “critical” materials, our dependence on foreign sources of supply is 
somewhat less, or the materials Riemselves are less essential to the 
prosecution of war. Aluminum, asbestos, hides, and wool may be said 
to fall into this class. After the beginning of the war, the government 
placed a total of 72 raw materials under observation or control, includ- 
ing 17 strategic, 20 critical, and 35 other important materials. 

In 1938, the Navy Department took the first step in -the stock-pile 
program when it devoted a fund of $3,500,000 to the purchase of certain 
strategic materials. The Procurement Division of the Treasury Depart- 
ment was assigned $100,000,000 in June, 1939, for accumulating stock 
piles over a foiu:-year period. After the war actually broke out in Europe, 
the Reconstruction Finance Corporation was given the power to set up 
special governmental corporations for accumulating stocks of various 
materials, and it procfeeded to create the Rubber Reserve Company, the 
Metals Reserve Company, and the Defense Supplies Corporation for this 
purpose. Altogether the program was placed in the control of seven dif- 
ferent governmental agencies. The program for accumulating stock piles 
of essential raw materials was completely desirable under the circum- 
stances, though it was subject to the usual criticism of “too little and too 
late.” 

Exclusive Purchasing Agreements.— The United States also entered into 
agreements with Latin American countries for the purchase of all their 
available supplies of certain strategic and critical materials. In No- 
vember, 1940, the Metals Reserve Company agreed to purchase 18,000 
tons of tin from Bolivia annually for a five-year period, and later agreed 
to buy all available exportable surpluses of copper from the copper-pro- 
ducing countries of Latin America. The first overall agreement for the 
pmrchase of materials was entered into with Brazil in May, 1941. It called 
for the United States to take the entire exportable surplus of certain 
Brazilian products at stipulated prices for a period of two years. The 
list included bauxite, beryl ore, chromite, ferronickel, industrial dia- 
monds, manganese, mica, quartz crystals, and zircon, and provision was 
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made for the addition of other articles later on. Eventually, we may get 
appreciable quantities of rubber, copper, iron, magnesium ore, graphite, 
titanium ore, hemp, and caroa fiber (to be used in place of jute) from 
Brazil. 

Overall agreements were later concluded with Mexico, Peru, and other 
countries. Mexico is important as our chief source of three vital materials 
(antimony, graphite, and mercury) and as a minor source of tungsten, 
vanadium, tin, hides, and guayule rubber. One important feature of 
these agreements is the stipulation that exports of the specified products 
shall be prohibited except to the United States or oAer countries of 
the western hemisphere which have adequate systems of export control. 
The agreements serve to augment our supplies of the strategic materials, 
to assure the Latin American countries of a market for their products, 
and to cut off the Axis nations from supplies of these materials in the 
western hemisphere. 

Our government, through various agencies, has also made loans to 
some Latin American countries to ease their foreign exchange difiBculties 
and encourage the production of commodities which the United States 
is anxious to import, and it has relaxed its export controls to make pos- 
sible the shipment to Latin American countries of a number of relatively 
scarce commodities essential to the war program. Since December 27, 
1941, the government has had complete control over imports of anti- 
mony, cadmium, copper, chromium, graphite, kyanite, lead, mercury, 
rutile, tungsten, vanadium, zinc, and zircon. These commodities can be 
imported only by the Metals Reserve Company or some other govern- 
ment agency. 

The “Freezing” of Foreign Assets.— The “freezing’ of foreign assets, 
which is the popular name for the federal government’s method of con- 
trolling foreign funds and property, began with the invasion of Den- 
mark and Norway by Germany in April, 1940. The freezing process is 
based on Executive Order administered by the Federal Reserve banks 
and the Treasury Department, and it prohibits all transactions within 
the jurisdiction of the United States in which the country (or its na- 
tionals), to which the order applies, has any interest, after a stipulated 
date. The freezing process was extended to country after country as 
German conquests continued, to Germany and Italy themselves in June, 
1941, and to Japan in July, 1941. The orders were originally intended to 
prevent Germany from using for her own purposes the funds and prop- 
erty owned by occupksd countries in the United States, but later came 
to be regarded as devices for preventing any direct or indirect use of 
foreign funds and property in ways contrary to the interests of the United 
States. 

Freezing orders are closely related to international trade. All exports 
and imports between the United States and any country whose assets 
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have been frozen are automaticaUy prohibited, unless our government 
sees fit to issue hcenses for specific transactions. This is Le S 
transactions behveen countries ivith frozen assets and any third ^unh^ 
if the transactions are to be financed by means of foreim credits^!!?^’ 
the United States No licenses were issued for trade ivil^Ge^any Ittly 
and the occupied countries even before our entry into the W 
licenses were sometimes issued for transactions ivith such countries as 
Sweden, Portugal, Spain, and Switzerland, when it was considered likely 
that the transactions would not inure indirectly to the benefit of the Axfa 
nations. 

The Proclaimed List.— The freezing orders as such were not applied 
to the Latin American countries, but something of the same effect was 
produced by the promulgation in July, 1941. of the Proclaimed List of 
Certain Blocked Nationals. This list contained the names of persons and 
firms believed to be nationals of or ^mipatiiizers with the Axis countries 
and located in countries of the western hemisphere. Oiir government 
forbade all business and financial transactions between citizens and resi- 


dents of the United States and listed persons and firms, unless specifically 
permitted by licenses issued by the Treasury Department. The United 
States has had considerable cooperation from Latin American countries 
in carrying out this policy, which is aimed rather definitely at depriving 
the Axis powers of any economic advantages they previously derived 
from enterprises, investments, and business cormections in the Latin 
American countries. 

Export Control.— The freezing orders and the Proclaimed List affected 
both exports and imports of the United States, and our exports have also 
been subjected to direct controL Ejqrorts of certain goods to other coun- 
tries under specified conditions were controlled or forbidden by the 
neutrality legislation as far back as 1935, and tin exports were controlled 
by licensing under die Tin Protection Act of 1936. In July, 1940, the 
National Defense Act provided for a general system of export control 
by means of hcenses. An- Administrator of Export Control was appointed 
immediately to decide what goods should be placed under ficense con- 
trol, though the actual hceiises were issued by the Division of Control 
of the State Department. In Septmnber, 1941, both of these functions 
were given to the Economic Defense Board (later known as the Board 
of Economic Warfare). 

The export control system was originally intended to apply to essen- 
tial raw materials, machine tools, certain diemicals, arms, ammunition, 
and war goods in general. However, the list was increased rapidly, and 
now scarcely anything included in our normal list of exports may e 
exported without a federal Ucense. The export control system pr^ents 
other countries from buying here raw materials and goods which are 
needed in our own war program, but permits us to send all kmds of 
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goods to the countries of the western hemisphere which are collaborating 
wth the United States in her war program. Even before om entry into 
the war, export control enabled us to interfere with and hamper the war 
activities of the Axis nations. 

The “Lease-Lend” Policy.— The lease-lend policy of the United States 
has also had an important effect on our exports. This policy was pro- 
vided for in die Act to Promote .the Defense of the United States, passed 
in March, 1941. This Act authorized the President to sell, transfer title 
to, exchange, lease, lend, or otherwise dispose of various defense goods 
to other countries whose defense is deemed vital to the defense of die 
United States. Defense articles in this connection include (1) weapons 
and munitions of war, (2) machinery, facilities, tools, materials, parts, 
and supplies necessary to the production, maintenance, and repair of war 
weapons and goods, and (3) any agricultural, industrial, or other com- 
modity or article for defense. All such goods may be released for export 
to these other couintries. There are many other provisions of the. Act, 
but these are the chief ones which affect exports directly. 

By July 31, 1943, lease-lend aid to Great Britain, Russia, China, and 
other allied nations had amounted to $13,973,000,000, or about three- 
fourths of. the $18,410,000,000 which had been provided for in three direct 
appropriations for lease-lend before Pearl Harbor. No direct appropria- 
tions for lease-lend have since been made, but the administration in 
charge of lease-lend has been authorized to transfer goods to our allies 
from the army, navy, and maritime commission, up to a maximum value of 
$35,970,000,000. Of the lease-lend aid which the United States had ex- 
tended by December, 1942, 77 per cent went to .the British Empire, 18 per 
cent to Soviet Russia, and 1.8 per cent to China.*® Some of our lease-lend 
shipments are being repaid currently by “reverse lease-lend,” for com- 
modities and services are being supplied the United States and her armed 
forces by Great Britain, Australia, New Zealand, and other countries. 

The lease-lend policy was necessary if Great Britain and the other 
countries fighting tiie Axis powers were to obtain from the United States 
the goods essential to their prosecution of the war. Their financial re- 
serves in tlie United States were dwindling and their exports of com- 
modities, services, and gold were not sufiScient to pay for the goods 
they had to import. The lease-lend policy avoids complications which 
arose from our method of giving aid to our allies in the first World 
War. Our present allies borrow no funds and have no foreign ex- 
change problem. They obtain physical goods from this country, the 
orders for the goods they need are combined and coordinated with those 
for war goods needed by the United States government for its own use, 
and no problem of monetary war debts is created to cause trouble after 
the war. The Act specifies that lease-lend aid may be given under any 
Chicago Tribune, January 26, 1943, and November 12, 1943. 
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terms and.conditions which are satisfactory to the j .i. / 

rasulang benrft to the United States My be ^ 

Hnd or proper^ p^-any other direet or tadirett taeSt whir^ fteir 
dent deems satIsfactol)^ 

International Trade of the United States in Wartime-Clearly the van 
ous governmental controls which have been apphed to the taational 
trade of the United States since the outbreak of the second World War 
have not all made for a decline in trade. Some policies, such as the lease 
lend program and the overall purchasing agreements for strategic and 
ciitical materials, have tended to increase trade. As a" result, the total 
volume of international trade has increased year by year since 1939 as 
may be seen from the figures in Table C. 


7abIiE C. In I'a'Rnatioxal Tbadb of cte Uxited States, I93&-1943 
Year 


1939 

1940 

1941 
194S 

1943 (6 months) 


Exporla 

$3,177,000,000 

4.021.000. 000 

5.146.000. 000 

7.826.000. 000 

5.487.000. 000 


Imports 

$2,318,000,000 

2.645.000. 000 

3.345.000. 000 

2.743.000. 000 

1.552.000. 000 


Total Trade 
$ 5,495,000,000 
6,666,000,000 

8.491.000. 000 

10,569,000,000 

7.039.000. 000 


The expanding total volume of trade in the past two years was the 
result of sharply increasing exports which have more than offset declin- 
ing imports, Lease-lend exports of war goods, foods, and industrial ma- 
terials have played a very important part in increasing total exports. In 
1942, for example, total exports of $7,826,000,000 were composed of 
$4,668,000,000 of lease-lend and $3,158,000,000 of ordinary exports,” The 
decline in total imports is chargeable to a shortage of shipping and to 
the fact that the war has cut us off from our customary supply of several 
very important imports. 

Extensive changes have taken place in the composition of our imports 
and exports since the beginning of the war. In 1941 our imports of es- 
sential materials accounted for about 40 per cent of our total imports, 
while raw materials, foods, and partly processed goods amounted to 87 
per cent, a figure which may be compared wth 46 per cent in tire more 
nearly normal year of 1939.'® In 1942, strategic and critical materials 
comprised approximately half of our imports. On tiie e^ort ride, war 
goods and food products, which had previously been comparatively im- 
important, made up 41 per cent of our total exports in the first three- 
quarters of 1941. in 1942, over 60 per cent of our total exports were of 
such goods. 

•-’“Foreign Commerce Weekhj, May 9. 1942. p. 6; Survey of Current Business, 
Februaiy, 1943, p. 9, and September, 1943, p. S. 21. 

Survey of Current B««ness, February, 1943, p. 9. 

Februaiy, 1942, p. 48. 
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There have also been important changes in our volume of trade with 
particular countries and areas of the world. Since the third quarter of 
1941, considerations of national security have prevented the publication 
of the details of our trade with specific countries, but happenings in the 
first three quarters of 1941 reveal some interesting facts. In that period, 
our exports to continental Europe declined 80 per cent, as compared with 
the same period of 1940, while our imports from this region declined 
45 per cent. Exports to Japan in the first nine months of 1941 were 65 
per cent less than in the same period of 1940, and imports from Japan 
were 27 per cent less. Trade with Japan virtually ceased when Japanese 
, funds and property in the United States were “frozen” in July, 1941. 
But exports to the British Empire were 51 per cent greater in the first 
three-quarters of 1941 than in the same period of 1940.'® The inflow of 
capital funds in several previous years was changed to a relatively small 
net outflow of $497,000,000 in 1941, and net gold imports fell to $982,- 
000,000, a figure much smaller than in most recent years."® 

Our trade with Latin America, which had increased about 24 per cent 
in 1940 as compared with 1939, expanded further in 1941.®® Indeed, our 
imports from Latin America in the first nine months of 1941 exceeded 
those for the entire previous year. For the- whole of 1941, the Latin 
American countries had an export surplus of $150,000,000 with respect 
to the United States, as compared with import surpluses of $107,000,000 
in 1940 and $51,000,000 in 1939.®^ In the two-year period 1939-1940, we 
had the following import increases from Latin America: copper, 95 per 
cent; petroleum, 152 per cent; wool, 499 per cent; and hides, 149 per 
cent.®® At the beginning of 1942, the United States was said to be getting 
35 per cent of her copper, 20 per cent of her tungsten, 25 per cent of her 
zinc, 20 per cent of her lead, and 33 per cent of her antimony from Latin 
American countries.®* While specific data are not available, there is no 
doubt that these trends have continued and the importance of Latin 
America in the international trade of the United States has obviously 
increased greatly under the influence of the second World War. 

International Trade in the Future.— The international trade of the 
United States for the dmation of the war will probably follow the lines 
indicated in the past two years. Exports, under lease-lend influence, will 
remain at a high level, and may show a considerable further increase. 
They will undoubtedly continue to exceed imports by a large amount 
annually. Imports are unlikely to rise much above their present level, 
even though the shortage of shipping is less than formerly. Although we 
have made determined efforts to ^maintain imports of strategic materials 
Ibid., p. 50. 

*® Foreign Commerce Weekly, April 5, 1941, p. 3. 

“ Ibid., January 81, 1942, p. 8. 

Ibid., April 5, 1941, p, 4. 

^Ibid., January 10, 1M2, p. 9. 
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imd foods, the feet rmarns Jat we are cot off fion our osod so„r<^ 
of ^pply of such goo* as rubher. tm. aud sOk to the Par East 
^stoeaariy sported m p^ cent of our rubber, abuost all fruu. the 
Ea^ ^ matenal was our leading import to 19S9. Tiu 90 ner 

cent of wtoeh we uo^y gel from the Far East ranked eighth atomg 
our 1939 unports, and raw sdfc ranked fffth. We ordinarily sLre ab^t 
one-fourth of our mv mterials from the Far East and even in the tel 
mne months of 1941. 22 per cent of our total imports by value came 
from areas which are now under Japanese domination. 

We have reacted to these conditions by increasing our imports of some 
materials from.Latin America, by trying to develop additional sources 
of supply in the western hemisphere, by rationing, by developing arti- 
ficial substitutes, and in some cases by simply going \vithout goods which 
we are used to having. The effects of diese developments on the post-war 
international trade of the United States cannot be foreseen \vith accuracy 
at the present time. If we continue to encourage Latin American coun- 
tries to build up facilities for producing tin, copper, rubber, and other 
strategic materials at high cost during the war period, what will happen 
when and if our usual^ low-cost sources of supply again become avail- 
able? If we develop the manufacture of synthetic rubber so fully that 
we can supply all our domestic needs wth this American substitute, 
what will be done with the product of the Malayan rubber plantations 
after the war? If \ye become accustomed to getting along wfliout siUc 
and tea, what will become of these heretofore important import items in 
the post-war period? Shall we have another export boom after the war, 
based upon the reconstruction of large areas of Europe and Asia and 
upon the grant of huge international loans to other countries? Shall we 
be able to maintain the present degree of economic solidarity wthin the 
western hemisphere in view of the fact tiiat the economies of North and 
South America are normally more nearly competitive thani comple- 
mentary? These and many o&er questions must await the end of hostih- 
ties to find ans\vers. 


Waktenie Public Finance 

Since our war activities involve enormous expenditures hy die govern- 
ment of the United States and equally prodigious feats in raising funds 
through taxation and borrowing, problems of public finance are ^ong 
the most important that Ave face at the present time. But Avifliin this 
important field, it is diffi cult to give defimte answers as yet to the many 

questions which present themselves. ^ - 

The Cost of the War.-It is impossible to get even a remote idea ot the 
total cost of this war to the United States. One cannot even ^ate the 
direct cost of the war in terms of doUars and cents, to say nothmg of the 
costs involved in dislocations and maladjustments TOthin e economy. 
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in post-war business depressions and unemployment, in possible losses of 
social gains now enjoyed by workers, in possible lowered national health 
^and vitality, and in Americans killed, maimed, and perhaps gassed. How- 
ever, on the financial side of tlie picture, we know that the c,\pcnditurcs 
of the federal government in the fiscal year 1942 amounted to $32,491,- 
000,000 (including about $26,000,000,000 for war), while in the fiscal 
year 1943 they reached $78,179,000,000 (including $72,109,000,000 for 
war).*” In the fiscal year 1944, total federal expenditures may reach 
$100,000,000,000, and expenditures for war $90,000,000,000. Federal rev- 
enues, mostly from taxation, have been lagging far behind expenditures. 
They were $12,799,000,000 in the fiscal year 1942, and $22,282,000,000 
in the fiscal year 1943.®* Tlie public debt of the federal government, 
which was $49,000,000,000 in July, 1Q41, was $76,991,000,000 by June 30, 
1942, and $140,796,000,000 by June 80, 1943.®* In something less than 
one-third of the fiscal year 1943, total expenditures were $27,049,000,000, 
revenues were $11,608,000,000, and the public debt had increased to 
$168,614,000,000.®® 

Taxation in 1942.— In an effort to pay through taxation as large a part 
as possible of the growing federal expenditures, tax rates were increased 
sharply by the Revenue Act of 1942. In the personal income tax, exemp- 
tions were lowered from $1500 to $1200 for a married couple, and from 
$750 to $500 for a single person. The allowance for dependents was 
cut from $400 to $350 for each dependent, and a head of a family who 
received a $1200 exemption solely because of dependents was not al- 
lowed to deduct an additional $350 for the first dependent. The rate of 
normal tax on taxable net income was increased from 4 to 6 per cent, 
and the surtax was applied at the rate of 13 per cent, instead of 6 per 
cent, on the first dollar of taxable income. The surtax increased rapidly 
on taxable incomes above $2000, and reached 82 per cent on surtax net 
incomes of $200,000 or more. (Formerly, the ma.vimum rate of surtJix 
became effective only at the $5,000,000 level.) Tlie optional method of 
filing certain income tax returns (which gives automatically the amount 
of tax to be paid on incomes of $3000 or less derived wholly from salaries, 
wages, other forms of compensation for personal services, dividends, in- 
terest, rents, annuities, or royalties) was continued from the Revenue 
i. Act of 1941. The Act of 1942 also provided a new credit against taxable 
income for all medical expenses in excess of 5 per cent of net income, 
witli a maximum credit of $2500. 

A further levy on personal incomes was the so-called Victory Tax. 
This tax of 5 per cent on all income above $12 a week, or $624 a year, 
which went into effect on January 1, 1943, is deducted at the source (by 
the employer) in the case of wages and salaries. Victory Tax credits up 

Chicago Tribune, July 3, 1943. 

Ibid., October 20, 1943. 
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to 25 cent o£ fte ta (nrt over 5500) in tie care of sinde oersol 
up to « per cent (not over 51000) for married perrons, and up to 2 ^ 
^t of the tarr (not ov^ 5100) for each dependent, were^vidrf. 
These credits could be taken (deducted from taxes) on March 15 1944. 
when final settlement of taxes on 1943 incomes had to be made or coiJd 
be aUowed to accumulate and be taken as a refund after the war The 
credits were contingent upon the indi\-idual having paid equivalent 
amounts from 1943 income for life insurance premiums, for the retire- 
ment of debts in force on September 1, 1942, or for purchases of gov- 
ernment bonds. ® 


The Act maintained the normal tax of 24 per Cent on the net taxable 
income of corporations in excess of $25,000, but the surtax rate was 
raised from 6 to 10 per cent on surtax net incomes of $K,000 or less 
and from 7 to 16 per cent on those over $25,000. A fiat 90 per cent t?’^ 
on excess profits- was substituted for the former graduated scale of 35 to 
60 per cent. The two’Ynethods formerly specified for computing the ex- 
cess profits tax** were retained in general though die av'erage ea rnin g^ 
base was revised by the insertion of a relief provision and the invested 
capital base was reduced somewhat for the larger corporations. A post- 
war rebate of 10 per cent of die excess profits tax was provided, or 
alternatively credit against this tax might be taken for 40 per cent of 
amounts paid out for debt retirement during the taxable year so long as 
such crecht did not exceed the amount of die available post-war rebate. 
The capital stock tax and “declared-value excess profits tax” were re- 
tained as before. The former tax was to be levied at the rate of $1.25 per 
$1000 of declared valuation, and the latter at 6.6 per cent on net incomes 
between 10 and 15 per cent on the declared -valuation, and 13.2 per cent 
on net incomes in excess of 15 per cent on the declared valuation. It was 
also provided that all taxes combined must not take away more than 80 
per cent of any corporation’s net income. 

The rates of the estate tax -were not changed by the Revenue Act of 
"1942, but the estate tax exemption was made 860,000 fiat, instead of the 
prewous $40,000 general exemption plus an exemption of $40,000 for life 
insurance. The rates ranged from 3 per cent on the parts of estates which 
barely exceed die exemption to 77 per cent on die parts of estates in ex- 
cess of $10,000,000. The gift tax rates were continued at diree-fourfc of 
the rates of the esta'te tax. Excise taxes were increased on cigars, cigar- 
ettes, liquor, beer, trayel by train, aiiplane, or bus, slot machines, phot(^ 
graphic apparatus, lubricating oil, telegraph and cable messages, an 
telephone service. The tax on .transportation of goods by freig t or ex 
press ^vas lowered from 5 to 3 per cent of the charges paid. Social secunty 
payroll taxes were “frozen” for another year for both employers and 

F. GemmiU and Ralph H. Blodgett, Economte: Principles and Problems 
New York, Haiper & Brothers, lev- ed., 194^ vol. 2, p. 278. 
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employees, instead of doubling automatically on January 1, 1943, as bad 
been scheduled. 

“Pay-As-You-Go” Taxation.— Another tax bill relating to personal in- 
comes became law in June, 1943. This Act did not change the rates of 
the income tax, but was designed to. put income taxpayers on a current 
basis so that they would pay each year the income taxes due on that 
years income rather than taxes due on the preceding year's income. The 
method of getting taxpayers shifted to a current basis is complicated. In 
the first place, a ZO per cent withholding tax on wages and salaries above 
basic exemptions (for single persons, married persons, and dependents) 
went into effect on July 1, 1943. This withholding tax was intended to 
cover normal tax, surtax, and tlie Victory Tax at 3 per cent for the first 
$2000 of net taxable income for all taxpayers affected. The final rate or 
the Victory Tax remained S per cent, but only 3 per cent was to be 
collected in advance. The remainder was to be paid when the final in- 
come tax return was made in die following March unless, because of pay- 
ments of debt or life insurance premiums or purchases of government 
bonds, the taxpayers had acquired credits against the Victory Tax which 
offset the remaining 2 per cent. 

To ease the burden of shifting to a current basis of tax payments, 
which would otherwise have required taxpayers to pay both 1942 and 
1943 income taxes during 1943, a measure of tax abatement was provided. 
A full year’s tax (that for 1942 or 1943, whichever was smaller) was 
“forgiven” for income taxpayers whose annual tax was $50 or less. Per- 
sons owing up to $66.67 were also given a $50 abatement. Those whose 
income taxes were about $66.67 in both years were granted an abate- 
ment of 75 per cent of the taxes for 1942 or 1943, whichever was smaller. 

All income taxpayers whose 1943 taxes exceeded their taxes for 1942 
were required to pay their 1943 taxes during that year, in so far as this 
was possible. Against this tax, they were credited with the March and 
June income tax installments which diey paid (supposedly, at the tinie, on 
the 1942 tax), the amounts withheld from them in the first six months of 
the year on account of the Victory Tax, and the amounts to be taken from 
them in the last half of the year on account of the 20 per cent with- 
holding tax. If these credits were not sufficient to wipe out the income 
tax (plus the Victory Tax) for 1943, die balance of the tax total was to 
be paid in two installments on September 15, 1943, and December 15, 
1943. Although the 1943 tax would thus be paid in full on estimated in- 
come for 1943, a final return on the basis of actual 1943 income had to be 
filed by -March 15, 1944. If the taxes paid during 1943 exceeded the 
actual tax as computed after the year was over, die taxpayer received a 
refund from the government. In die converse case, an additional amount 
of tax had to be paid to the government. At the same time (March 15, 
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1944) these taxpayers were obUgated to pay at l^t one-half of the 
25 per cent of the T942 taxes which was not abated by the government; 
and they had also to estimate their income and income tax for 1944, and 
to pay a quarterly installment in case the amounts ^vithheld from them 
in the first quarter of the year were not large enough to cover one-fourth 
of their estimated income tax for 1944. 

-Income taj^ayers whose taxes for 1942 exceeded their estimated taxes, 
for 1943 were required to pay their 1942. taxes in full in 1943. Against 
these taxes they credited the installments paid in March and Jtme, 1943, 
the Victory Tax Avithheld in the first half of the year, and the amounts 
■withheld in the last half of the year under the 20 per cent ndthholding 
tax. If these credits were too small to wipe out the 1942 fax, the balance 
had to be paid in two installments, on September 15 and December 15, 
1943. Then on March 15, 1944, these taxpayers were, required to mahe 
a final return on their 1943 incomes (covering income tax and Victory 
Tax). Since they ^vill have paid their 1942 taxes in full, fliey must pay 
only 25 per cent of their 1943 taxes, the amount due being payable in 
two installments— on March 15, 1944, and March 15, 1945. Like the other 
taxpayers, they must estimate their 1944 incomes and taxes and pay an 
installment on March 15, 1944, in case the amounts withheld from tiiem 
in the first quarter of the year should not be enough to cover one-fourth 
of their estimated taxes. It was estimated tibat fliis plan ^vonld place 
90 per cent of the income taxpayers on a current basis at once, and 
woultTbring the rest to a current basis within two years. 

In gener^ we approve the shifting of income taxes to a current basis. 
Most people -will probably be glad to have their income taxes for a given 
year paid approximately in full by the end of that year, and not hanging 
over them to be paid out of the following years income. The new plan, 
•will presumably reduce sharply the number of defaults in income tax 
payments. A few years ago, when the income tax wa^ paid by only 4 
million, persons who were accustomed to paying such a tax and to pro- 
■viding for it, it did not matter greatly that the taxes for a given year 
were paid during the following year. Now that we have ten times as many 
income taxpayers, many of whom are ■without experience in providing 
for the tax, it is- quite possible that many would spend tiieir total in- 
comes in a given year in the absence of the new plan, and would find it 
difficult or impossible to pay taxes on these incomes in the following 
year. In- all such cases, the coUection of income taxes currently by with- 
holding seems desirable. In wartime, %vith. governmental expenditures 
• increasing rapidly, it is- desirable from the point of view of revenue to 
have current income tax collections based on the large incomes of tlie 
present year rather than .the (presumably) smaller incomes of the 
preceding year. Finally, from the point of view of preventing inflation, it 
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is desirable, with national income increasing from year to year, to have 
current taxes based on large current incomes rather than the smaller in- 
comes of the preceding year, 

■ Taxation in 1944.— No further increases have been provided in income 
taxes or other taxes applicable to 1943 incomes. However, the President , 
called on Congress to enact a new tax law in the fall of 1943 which would 
provide further tax increases for 1944, on the ground that revenues, even 
under the tax increases of 1942 and the shift to a current basis of income 
tax collection, would be quite inadequate in the face of rapidly increas- 
ing federal expenditures for war. Early reports held that an increase of 
IB billion dollars in taxes would be requested of Congress, but when the 
Treasury Department finally laid its proposals before Congress, an in- 
crease of “only” lOU billion dollars was requested. Of this sum, some 6/i 
billion dollars was to be derived from increases in income tax rates, 
lowered income tax exemptions, and other changes affecting the personal 
income tax. However, the Ways and Means Committee of the House of 
Representatives refused to make further increases in taxes on personal 
incomes. 

We are inclined to agree with this attitude of the Ways and Means 
Committee with respect to the personal income tax, although we still 
believe that the personal income tax is, on the whole, a highly desirable 
type of taxation. However, personal income taxes have now reached a 
point where the desirability of further increases is rather questionable. 
It is clear'that great additions to revenue cannot be raised by further in- 
creases in the rates on large incomes, for these rates are already extremely 
high. Moreover, large increases in rates (pr lowered exemptions) 'for 
middle-class salaried and professional workers with incomes of $3000 
to $10,000 a year may prove almost ruinous, since these persons have 
relatively fixed incomes (even .when salaries are not frozen), have not 
benefited from the war prosperity to any appreciable extent, have sub- 
stantial fixed expenses and obligations to meet (such as insurance pre- 
miums and payments on homes), and have already been hard hit by 
rising taxes and increased costs of living. Surely these people cannot be 
accused of having in their possession excess incomes which are a con- 
stant inflationary threat to the price structure. If further increases in • 
personal income taxes must be made, we diink that account should -be . 
taken of the fact that, while the incomes 'of many persons have increased 
greatly in wartime, those of many odrers have remained stable or have 
even declined in the face of increasing taxes and rising prices. That is, 
additional taxes on personal incomes should be levied entirely on those 
portions of individual incomes for 1944 and 1945 which are in excess 
of the incomes received by these same persons for. (say) 1941, instead 
of on incomes in general, "nus principle is not at all revolutionary,' for it 
has already been used in other countries in wartime. 
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Taxes on corporate incomes are ako very high, and the Treasurv 71. 
prtment has rer^mended an increase of only a little over a hiUiTO dol- 
lars m revenue W this source. With corporate net incomes in mat 
cases already subject to normal and surtax rates which toeether take 
away 40 per cent of net income, and with excess proBts' ^bjfct to a flat 
90 per cent tax, it seems doubtful that much more revenue can he gained 
from this source by increasing rates. Further increases in rates might well 
destroy .business initiative and interfere ivith the vital program of pro- 
•duction fo^r warj and they might also be so high that our taxgathering 
machinery would be unable to collect them. . ' ^ 

Nothing tiiat might be done about the estate t^ would prove very 
helpful in the present financial emergency, hut excise taxes will un- 
douhtedly be both extended to more commodities and services and in- 
creased in rate. Moreover, since it seems that odier revenue measures 
under consideration will not yield as great an increase in federal revenues 
as is desired, there is some sentiment in Congress for passing a general 
federal sales tax, or turnover tax, of about 10 per cent. The chief economic 
objection to such a tax— tbat it is regressive— loses much of its force in 
wartime. When persons in moderate and well-to-do circumstances are 
paying, direct taxes at highly progressive rates, and ordinary wage earn- 
ers are receiving greatly increased incomes because of the war boom but 
paying small income taxes, if any at all,' the fact that a sales tax bears 
relatively more heavily on persons with small incomes than on those 
with large incomes is less significant than in normal times. 

It is also sometimes objected that a sales tax would have an inflationary 
result. If placed on manufacturers or other producers, the tax is ordi- 
narily shifted to the final consumers, in whole or in large part. This shift 
takes place by means of rising prices. If the proposed federal sales tax 
were to be shifted, present ceiling prices could not possibly be main- 
tained. On the other hand, if prices could not be raised and the tax could 
not be shifted but had to be absorbed by business enterprises, thomands 
of bankruptcies might result and production Nvould be most seriously 
hampered. However, if the tax.should be levied directly on purchases 
made at retail and be paid separately from and in addition to regular 
prices, it would not be necessary to revise the system of ceiling prices at 
•all, arid^the tax would affect manufacturers and other enterpnsers only 
in so far as they suffered a reduction in the volume of business, or, m 
the case of retailers, to the extent to which costs were involved in the 
coUection of the tax. Then if the demands of workers for inCTcased wagK, 
after the tax had. been imposed, could be resisted, it shra d ave no in- 
flationary effect of importance. The chief 
federal sales tax are political in chara^er. The 
national organizations, have given notice of foeir m en 
wage increases if the federal sales tax is enacted, and the President, wsh- 
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ing to remain on friendly terms with labor, has indicated that he will not 
approve the tax. ^ 

Public Borrowing.— Whatever may be done by way of increasing taxes, 
it is clear diat federal tax revenues will fall far short of covering our 
tremendous expenditures for war, and that die great federal program of 
public borrowing ihust be continued. In so far as is possible, the govern- 
ment bonds should be* sold to private individuals (and companies) who 
will purchase them out of current income. When bonds are. purchased 
from current income, they help to cut down the inflationary margin 
between the money incomes in the hands of the people' and tlie total 
value of consumers’ goods and services available for civilian use, as wo 
explained earlier. On the other hand, when the government borrows 
from die banks, demand deposits are almost certain to be increased, and 
the ultimate effect is to increase the inflationary margin. It is not that 
increases in demand deposits actually increase the national money in- 
come, but rather that the demand deposits created by the banks in favor 
of the government are eventually transferred to private individuals and 
firms; and when these deposits are drawn upon, the total effective de- 
mand for commodities and services is increased. To put it anodier way, 
borrowing through the banks leaves the total national money income, 
. after taxes are denoted, in private hands and then creates a large addi- 
tional spm of purchasing power for purposes of governmental expendi- 
tures. Such borrowing is inflationary, and tends to offset tlie desirable 
. deflationaty effects of taxation and bond purchases out of current income. 
Continued heavy borrowing from the banks would increase the difficulty 
of maintaining the price ceilings which have been established for com- 
modities and services. 

The federal government and its Treasury Department are quite aware 
of these facts, and they have made strenuous efforts to induce the people 
_ to buy large amounts of war bonds out of current income. In a campaign 
which began early in 1942, several millions of wage earners, salaried 
persons, and others with regular incomes pledged themselves to buy war 
bonds or. savings stamps each week or mon^ in an amount equal to 
■ at least 10 per cent of their regular incomes. Sales of bonds to persons 
who presumably pay for diem out of current income increased from about 
2^ billion dollars in 1941 to almost 12 billion dollars in the twelve'months 
ending June, 1943. It is also sometimes proposed that, if voluntary sales 
do npt prove adequate, we adopt a compulsory plan which would with- 
hold (say) 15 per cent of all wages and salaries per month and invest 
these funds in war-bonds and stamps. To carry out such a plan in addi- 
tion to existing taxes would, of course, demand great sacrifices of many 
persons. The strongest- objection to the plan is that it would presumably 
treat all receivers of wages and salaries equally, and; since personal 
circumstarrees vary greatly, the result, would not be anything like equal 
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sacrifice as between individuak. Another obiepKnn 
^gram of bond bu^g might almost completely ^vipe oltTetZ 
tary purcW whch are now being nude by indiilr. sinee Mny 
people would not maJte voluntary purchases il they were also compelled 
to buy large auu^b of bonds: In this event, the income position of tte 
govnmment would be faproved and the iuBaaonary gap ieduced only 
to the entot to wbrch the new compulsoiy pnrchases of bonds eicceded 
the old voluntary purchases. 

The National Debt-Regardless of the method by which government 
bonds are sold, one thing is clear-the pubHc debt of the federal govern- 
ment ^vill continue to increase by leaps and bounds. Already, as we have ’ 
seen, the debt increased from 49 billion dollars in 1941 to almost 169 
billion dollars as of October 19, 1943. If the war should be long, it would 
not be siUTprising if the debt eventually reached 300 billion dollars, mat 
are the implications of a debt of this size? In the first place, we may say 
that-the prospective enormity of the debt in no wise modifies the gen- 
eral principles which we have enunciated elsewhere with regard to 
the nature of the cost involved in public'borrowing or the distribution 
of the “burden” involved in borrowing, as between the present and the 
future. It is most unlikely diat the debt will increase so greatly that the 
credit of the federal government will be ruined, further borrowing be 
impossible, and the government have to resort to the printing of paper 
money to meet its expenses. The government’s credit is strong in time of 
war and, in any case, when an economy is as completely controlled by 
the central government as the American economy is and awII be in this 
war, the government can go on borrowng and increasing the public debt 
almost indefinitely without reaching the end of its financial rope. So far, 
the government has floated two enormous war loans, in addition to all 
regular sales of bonds, and both loans have been greatly oversubscribed. 

However, there is one sure implication to be drawn from the probabil- 
ity that We shall have a huge federal debt— this is that we must change 
the traditional American attitude toward this debt. In the past, when the 
nation a l debt was small, the prevailing opinion was that the government 
must not only pay interest on the debt but must some day pay back the 
principal sum in toto. Such an attitude would be meaningless with re- 
spect to a f)ublic debt of 300 billion dollars, and we mist reconcile our- 
sdves to.the fact that the principal sum of such a debt will probably 
. never be paid. The government will not repudiate the debt, the o\vners 
of bonds will get their interest on schedule, and -these o\vner^ as. in- 
dividuals, will be able to recover die principal sums which th^ have in- 
vested. But individuals %vill be able to wihdraw from oNvnership of the 
bonds only because others are willing to buy these govei^ent obliga- 
tions from them. Anyone who would rather receive 2 or 3 per cent in- 
terest from the government than to hold cash or other mvestments vail 
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be willing to buy or hold bonds, while anyone who prefers tc have cash 
or otlier investments rather than receive tlie interest of 2 or 3 per cent 
will sell them— but the debt as a whole will go on and on. 

■ There is nothing very revolutionary about tliis situation. England has 
had a public debt of this kind for many years, and is not disturbed by it. 
People buy and sell the Consols, as the bonds arc called, according to 
the relative strength of their preference for holding cash or other invest- 
"ments, or for receiving tlie moderate rate of interest which the bonds 
pay, and no one expects the debt to be paid off". In such a situation, the 
“burden” of the debt consists of the annual service charge; or interest. 
In our case, this burden ^vill not be light, for a debt of 300 billion 
dollars at an interest rate of 2 to 3 per cent would result in a total annual 
interest charge of 6 to 9 billion dollars, or a sum greater than the total 
ordinary expenditures of the federal government in each of many recent 
years. 

CiviuAN Consumption in Wahtime 

The problem of civilian consumption in wartime may be stated very 
simply. As the production of war supplies increases, the land, labor, and 
capital available for making civilian goods shrink witli every passing day. 
In a conflict such as die second World War, there can be no such things 
as "enough” war equipment until the enemy has been decisively de- 
feated all along the line. Tliis means that the make-up of iotal pro- 
duction moves slowly but surely in the direction of a larger propor- 
tion of war supplies and a smaller proportion of goods to satisfy civilian 
wants. The only limit-to this movement is the necessity of providing suf- 
ficient consumption goods to maintain civilian health and morale, and 
thus insure the efScient performance of civilian functions tliat are essen- 
tial to war production. In a word, the armed forces have first claim upon 
all goods which are not absolutely necessary to die life, health, and 
efficiency of those who hold the production front. 

Warthne Real Income.— The national income of a country consists of 
economic goods, and not money, though these goods are commonly ex- ‘ 
pressed in terms of money.. In 1941, the United States had a national in- 
come of approximately 95 billion dollars— that is, commodities and 
• services whose value totaled this huge amount. Of diis total, 74 billioii 
dollars' worth of goods were for purposes of consumption. In .1942, we 
had a national income of 117 billion dollars; but the goods available for 
consumers were fewer than in 1941-with a value of about 69 billion-- 
for some 48 billion dollars’ worth of our 1942 production consisted of war 
supplies, new plant, and other non-consumption items. Our national in- 
come, as we have already said, may easily reach 150 billion, and in this 
total we may conceivably have as little as 50 billion dollars’ worth of con- 
sumption goods. In this event, only one-third of our total production will 
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be available in the form -of goods which minister directly to human 
• comfort and well-being. 

If this situation were universally underetood, we should avoid much 
confusion, which now prevails. We would then realize the dangers of the 
inflatfonaiy gap to which we referred in our discussion of prices, and 
welcome the introduction of measures which would prevent our having 
too much money. If the total national income consists of 150 billion 
dollars worth of goods, of which only one-third is. consumption goods, 
then it is highly desirable that would-be consumers have only 50 billion 
dollars of purchasing power. The possession of more than that amount 
cannot increase the quantity of goods tiiey can buy, since that, in war- 
time, is determinfed directly .or indirectly by government officials; all it cau 
do is to raise the price level. The unpleasant truth is that a wartime 
economy has, in a ^ven period, just so much goods for the use of con- 
sumers. This is the stuff they must live on— for there is no morel 

Reductions in Consumption by Rationmg.-The.rule of “first things 
first” not only limits severely the nature and quantity of consumption 
goods produced in -a war economy, but also dictates to some extent the 
distribution of these goods among consumers. Several years ago. Presi- 
dent Roosevelt warned the people of the United States that they must 
make sacrifices for the sake of victory, and suggested that an appropriate 
beginimg would be the elimination of spenffing for unnecessary goods 
and the purchase of war bonds instead. The imposition of steeply gradu- 
ated income taxes has been relieving a good many taxpayers of those 
portions of their incomes that are ordinarily spent for luxuries. The price 
stabilization program launched by the President aims to hold down the 
cost of living and thus to maintain ^andards of living, particularly in the 
‘low-income groups, in so far as this is feasible in time of war. Though a 
capitalistic country is unlikely, even in wartime, to adopt wholeheartedly 
the principle “to each according to his needs,” there is apparent in the 
United States at present a tendency to look after the vital interests of 
those who are economically weak. 

When there is a shortage of a given kind of economic goods, it is ordi- 
narily reflected in a rise in price. Some twenty-five years ago, the supply 
of granulated sugar in this ‘country was so limited that the retail price 
rose to 30 cents a pound. The price of sugar in 1942 and 1943 Would al- 
most certainly have been much higher, than the 6 or 7 cents that was 
currently charged, ‘if the forces of supply and demand had gone uncon- 
trolled. In the absence of control, the price might have soared to 50 
cents or a dollar a pound, in which event the very wealthy wou pro 
ably have consumed quite as much as usual, while the working c asses 
could have afforded little or none at such high prices. But the^ govern 
nient applied direct rationing to the distnbution of sugar, requiring e 
presentation of official rationing stamps \vith eadh pure ase an uni g 
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per capita consumption to one-half pound a week. This artificial limita- 
tion of demand (which was applied later to many commodities) held 
the price down to a moderate figure and brought about a fairly equitable 
distribution of sugar as between the rich and the poor. 

But tTifi! type of rationing— an equal division of the available stock 
among all citizens who wish to buy— is not an appropriate measure for 
the distribution of certain scarce goods. For example, automobiles, tires, 
tubes, and gasoline may be used either for pleasure driving or for trans- 
portation in necessary civilian or war activities. Hence, an attempt has 
been made to see Aat essential needs are fully met .before any of these 
goods' are distributed for non-essential uses. Car owners in the eastern 
part of the United States, where' gasoline rationing was introduced in 
May, 1942, were allowed first three, later four,* and still later only one and 
one-half gallons a week per car for ordinary purposes, and were at 
various times denied the privilege of using their allotments for "pleasure 
driving.” Physicians, nurses, clergymen, war workers, and others for 
whom automobile transportation has seemed to be in the public interest, 
have been required to file applications for extra rations, of gasoline to 
_ meet individual, specific needs. New automobiles, tires, and tubes have 
been rationed more strictly, with no provision at all for ordinary civilian 
uses. 

Sugar, automobiles, tires,, tubes, and gasoline were the only, items 
which"' came under direct rationing up to the middle of 1942. Bicycles 
were added to the list on July 9 of that year; and the Office of Price Ad- 
ministration, which has charge of consumer rationing, announced on 
June 29, 1942, tliat there might be need for rationing fifteen major groups ’ 
of items wthin the next year. ‘It is likely that in the third or fourtii 
quarter of this year the country will be faced with heavy demands on 
some very essential items,” read the statement. “Several of these are in 
two of the basic cost-of-living groups, which means a general rationing 
program for the entire country. It would be folly to name any specific 
items which are likely to he rationed. To do so would cause immediate 
runs on existing stocks and bring about rationing earlier than ordinarily 
would be necessary.” Though official lists of articles to be rationed were 
lacking, unofficial forecasts were plentiful enough. One writer felt that 
purchases of fats and oils, wool, leather, soap, coffee, tea, and perhaps 
meats, fish, potatoes, and heans would soon he restricted by rationing.®® 
Another, analyzing the probable future supply of and demand for 'wool, 
suggested that the 450 million pounds used by civilians in 1941 would 
drop to 360 million for 1942 and to 10 million for 1943, as compared with 
the military use of 150 million; 250 million, and 650 million pounds, 
respectively, in these three years.®® 

"New York Times, June. 30, 1942. 

Nation’s Business, June, 1942; p, 27. 

®® United States News, February 27, 1942, pp. 24, 25. 
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Problems of Raaoning.-aur early experiences with rationing reveals 
several e^ors rrr atatratmn which have been or are being 
One ohyious mi^lce was the procedure foDowed in the “prelimSa^" 
period of gasohne rationing. “B” rafabn cards (allotting gasSlr 



have lifted their coiisumption of gasoline to the small weeWy allot 
ment which was granted holders of “A” cards. A further defect in easo- 
Une rationing w^ the inability to check the sales made bjr the sen-ice 
stations. Theoretically, the dealers punched tiieir customers’ ration cards 
upon each delivery of gasoline, but they were not required to give proof 
that their sales conformed strictly to the rationing code. These weak- 
ness^- were remedied when the permanent system of gasoline ration- 
ing went into effect in July, 1942. Special allotments ivere granted by 
local rationing boards mudi less freely than in die preiiminary period, 
and retail dealers were required to collect coupons from tiieir customers 
and turn them over to the wholesalers when replenishing their stocks. 
This new arrangement increased enormously the difficulties of “chiseling,” 
but did not eliminate illegal sales entirely. 

Rationing bas thus far met with a reasonable degree of cooperation 
on the part of the consuming public, and. will probably work oat more 
satisfactorily as time goes on. People do not willingly sacrifice unless 
they are convinced that sacrifices are necessary and ftat others are con- 
tributing their fair share of self-deniaL The early administration of gaso- 
line rationing gave rise to charges of unfairness; and the published state- 
ments of sugar producers and refiners, to the effect that warehouses were 
bulging -with surplus sugar,** led many to wonder whether sugar ra- 
tioning was really necessary. Conflicting newspaper stories, purporting 
in certain instances to be quoting public officials, caused some persons 
to doubt also the existence of a genuine gasoline shortage; and tiie 
rumor that gasoline was being rationed to save rubber brought the demand 
tba^ gasoline rationing be made nation-wide so that all, ^d not merely 
the car owners of die Adantic seaboard and other regions remote from 
the main oil fields, might economize in the use of rubber. However, there 
is no reason to believe that Americans are unable or nnwil^g to acx^t 
whatever degree of rationing may be asked of them, provided only th^ 
are- persuaded that there are real shortages of the rationed gooQS. ^ 
that the system of allotment is equitable. We are, of course, ° 

be called upon to make as great sacrifices as have been of the 



me eve or me nanons r , anmic 

ih enduring the strain of conflict. . . • Durable an ^ ^ 0 ^^ 

purchased to rccenl years will last a long tone. Simil y. 

« Ct. B. A. prfent rf taBg».ated S«g« Company of Ogdm WA 

in New York Times, Jane 20, 19^. 
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health and vitalify of the bulk of the people will prowde a backlog of 
energy to be drawn OH in the immediate future and in years to come, if 
necessary.” “ 

Nevertheless, it is important that whatever goods we ration .shall be 
distributed with a minimum of confusion and a maximum of utility. _It 
may be necessary. to make further dianges in our methods of rationing 
if this goal is to be attained. It has been suggested, for example, that 
it might be well to have the same rationing authority and the same ra- 
tion stamps for all or almost all of die necessities of life which must be 
rationed. "Personal needs differ,- and the needs of each person have to 
be adjusted among themselves. Some .people do not drink coffee at all. 
Some would prefer gas to sugar, others sugar to gas. For the individual 
concerned, it would be far simpler if he were allowed to make his own 
choices, within a limited range of purchasing power,- just as he does 
normally. If, for instance, each of us had stamps good for the purchase of 
$500 or $600 in goods per year, and could distribute them .as we pleased 
among the rationed commodities, much of the confusion would vanish. 
Whether this would result in the disappearance from the market of the 
goods which are most scarce is a question that would have to be carefully 
considered, but there might be less trouble on this score than would be' 
feared, and no more trouble than the present system.” “ This method 
of rationing has since been adopted to a considerable extent. For ex- 
ample, certain “points" may be used in buying any kind of meat products 
(though diere are great differences in Ae number of points required 
for different kinds of meat), and other points may be used for canned 
goods of any kind. 

Another plan, proposed by Jerome Weinstein, "would riot limit pur- 
chases absolutely to the minimum standard, but would tax the retail 
buyer progressively for purchases above this standard. That is, the essen- 
tial allotment of stamps he would receive free, as at present. But -if he 
wanted riiore, he would have to pay the government for them. And he 
would have to pay still more for a third lot. This, Mr. Weinstein points 
out, is a good substitute for a sales tax. It would exempt completely 
goods bought up to a minimum subsistence standard. The government 
would collect the tax directly from the consumer. The result would .be 
(a) a discouragement of excess purchases and (b) a means of insuring 
that the higher prices accompanying excess demand would result not. in 
inflationary profits but in more government revenue.”^* This arrange- 
ment would seem to carry the disadvantage of relieving persons with 
large incomes of the necessity of limiting their consumption of rationed 
goods, and might lead to Avidespread dissatisfaction. Doubtless we shall 

National* Industrial Conference Board, Inc., America's War E^ort, May, 1942, 

p. 16 . • . ' 

** New Republic, June 16^.1942, p. 817. 
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find the best way to handle commodify shortages onlv f. ‘ 
mentation. One point that seems to be suffiLnfly^cW k ST 

for >00 oon.n .1 wakml 

can lead only to chaos in distribution. The ratiomnw cvct. ^ 

substitute (he critenonofrneed {or the dtedon of dLood'aS'^ to 
pay) M the ^ of tobuBoto Tlo offact of rrtiootog, “ 

to make available to the lower-income classes a larger supply of tiie 
commodity than would be available under free prices ”« If £e scheme 
worked perfectly,. it would presumably divide scarce goods -among 
dvih'ans in such a way as to bring about an .approximate maximization 
of utility. 


1. Why does modem warfare, in contrast with older types of military con- 
flict affect greatly the economic life of a nation? ^ 

2. Why are we justified in dating from September, 1939, rather tiian Decem- 
ber, 1941, the effects of the serond World War upon the American 
■ economy? 

3. What is there about the fascist countries which is likely to pve tliem an 
'• initial advantage ‘over democratic nations in carrying on war, but which 

may in the long run proVe to be a handicap? 

4. Give some idea of the extent to whidi our total production in the United 
States has been increased by war activities. IVhat general measures have 
rve adopted fcnr increasing our production of war supplies? 

5. E^lain the functions of the War Production Boarm 

6. What is the hature of, and the necessity for, the Production Requirements 
Plan? 

* 7. Discuss congressional appropriations for war. purposes, indicating some 

of the specific piuposes for whidii the money is being spent. 

• S. “The process of maldng war supplies is, in some instances, very round- 

about." E:mlain, with ifluslrations. 

9. Describe the sort of problems that war brings to small 'producers and to 
producers of "non-essential” goods. 

10. Discuss tile shifts of wrkers, as betiveen industries,-which have resulted 
from war production and the, movement of workers into militeiy service. 

11. Why do war conditions bring large numbers of industrial strikK?^ 

12. Argue tiiat industrial strikes- shoitid, or should not, be outlawed in war- 


. What is the function of the National War Labor Ifeard. Why is it like y 
to be more successful than the Defwise Mediation Board 
. Why do prices and the cost of living lend to'nse in wart^? 

What are the provisions of ie War Labor Disputes Act? 

! my should we be Specially concerned about increases m general pnces 

. . H<^dH S' Wetol goWntoient attempt to conttd prices befci. our 

. Sg^S'^irlamattmabofamG.amalMasto.mnrrieeReg^ri™^^ 

“A. C. Neal, Editor, InlroducHon to War Economics, CUeago, Blri'.rri 
1942, p.'194. 
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19. Why were some rommodities and services exempted by the G.M.P.R.? 

20. How were maximxim prices determined imder the G.M.P.R.? 

21. What has been the policy of the OJ*.A. in regard to rents? 

22. "The G.M.P.R. anticipated and provided for some of die problems of 
general pric6 control.’ Ei^lain. 

23. Describe some difficulties encountered in the administration and enforce- 
ment of the G.M.P.R. . . ^ 

24. Discuss the degree of success achieved by the O.P.A. in controlling prices. 

25. Describe* the ‘^ationary gap” of 1943, and the potential danger of this 

situation. , 

26. Explain the relationship of subsidies to price stabilization. 

27. Discuss ways of evading price ceilings. 

28. “The ordinary consumer may find his cost of living going up even though 
prices and the cost-of-living index are entirely, st^le:” Exjpain. 

29- What is your opinion as to the desirability of general price control? 
Explain. 

30. Describe the "stock-pile” program of the federal government. 

31. What was the purpose of the government in entering into exclusive pur- 
chasing agreements? 

32. - What were ‘the mature and purpose of die “freezing” of foreign assets? 

33. How did the federal government achieve general control oyer exports? 

34. Why did we adopt die “lease-lend” policy, and in what respects is it- 
superior to our method of helping our allies in the first World War? 

35. To what- extent have we -made lease-lend shipments to our allies? 

36. How did war conditions affect the volume of our international trade in 
1939-43? 

87. What has been the effect of the current war on our- trade with Latin 
America? 

38. “Many questions remain to be answered in connection wth our intema- 
. tional trade of the future/’ What is the natiire of diese questions? 

39. What was the money cost of the war to the United States in 1942 and 
1943, and what is the estimated cost for 1944? 

40. What is our general policy of war financing? 

41. Discuss changes in federal taxation in 1942. 

42. Describe the, purpose and method of “pay-as-you-go” taxation. 

43. 'What do you -consider the best (that is, socially most desirable) types of 

taxation upon which to depend for obtaining additional feder^ revenue 
in 1944 and lat* years? 'Wmy are tiiey “best’? 

44. What difference does it make whether government bonds are purchased, 
by individuals out of current income or are bought by banks? Ei^lain*. 

45. l^at will be the probable effect of the war on the national debt of the 
United States, and on the attitude of our citizens to\vard this debt? 

46. What is the relationship between tiie problem of taxation and that of 
maintaining price ceilings? Explain. 

47. Why shoidd we be especially concerned about increases in general prices 
in time of war? 

48. Is effective price control possible without wage control? E}q)lain. 

49. The complementary nature of commodity- rationing and commodity price 
control is stressed in this chapter. Explain why the two are complementary. 

50. It has been estimated that approximately 50 per cent of our national 
incoine consisted of war goods in 1943. Discuss the possibility of a rise 
in tiiis percentage in later years^ How high do you think this percentage 

■ could go, and \^y? . • . . 
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51. “Commodity rationing in the United States is hnlikely to demand as much 
■ * sacrifice as in' other coimtries.” Why is this true? 

52. What may be said for and against the rationing plan proposed by Jerome ■ 
Weinstein? 
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